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THE TAXATION OF THE INCOME OF LIFE 
INSURANCE COMPANIES 





GENERAL STATEMENT AND RECOMMENDATIONS 


The Subcommittee on the Taxation of Life Insurance Companies 
was established to develop a permanent formula for the taxation of 
life insurance companies. Beginning in the spring of 1954, your sub- 
committee conducted a series of informal executive conferences with 
various persons and groups from the life insurance industry and with 
officials of State departments of insurance for the purpose of obtaining 
background information on the operation of life insurance companies. 
Following these sessions the subcommittee released to the public in 
November a preliminary statement of facts and issues prepared by the 
staff. Public hearings were held from December 13 through December 
15 in which interested parties, primarily the representatives of various 
segmevts of the life insurance industry, expressed their views on the 
entire taxation question, and commented on the preliminary statement 
of facts and issues. 

It is the opinion of your subcommittee that the question of income 
taxation of life insurance companies has a great many ramifications 
which have not previously been adequately explored. It is important 
that the Congress work out a method of taxing life insurance com- 
panies which is not only appropriate to the nature of the business 
but also equitable both from the standpoint of the life insurance 
companies and from the standpoint of taxpayers generally. 

Your subcommittee believes the information made available in the 
preliminary statement of facts and issues, together with the hearings 
held this last year which are hereby transmitted to the committee, 
represents an important step toward the development of a permanent 
formula for taxing life insurance companies. However, the subcom- 
mittee had insufficient time to develop comprehensive recommenda- 
tions for a permanent method of taxing these companies. It appears 
that there are limitations involved in each of the basic approaches 
which make it impossible to say that any one is the obvious solution. 

There are, however, several aspects of the problem of taxing life 
insurance companies on which the subsommittee has reached tentative 
conclusions. These are set forth below. 

(a) Stock and mutual companies.—It is the conclusion of the sub- 
committee that the same tax formula should be applied to both stock 
and mutual companies with respect to life insurance business. Ap- 
proximately two-thirds of the insurance in foree and three-fourths of 
the assets in the life insurance field are held by mutual companies. 
On the other hand, there is a far larger number of stock companies, 
which for the most part are relatively small. For many years the new 
life insurance companies have been only stock companies. In the 
case of a mutual, it is difficult to obtain the initial paid-in surplus and 
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to organize the company. It would be a most serious development if 
different systems of taxing stock and mutual companies should be 
adopted and result in limiting the entry of new firms into the field. 

(6) Pension and profit-sharing plans.—The subcommittee is im- 
pressed with the seriousness of tax discrimination against insured 
plans in the employee pension and profit-sharing area. A qualified 
pension trust, under present tax law, is generally exempt from tax 
with respect to its investment income. If the pension contributions 
are invested in insurance policies, directly by an employer or through 
a trust, the net investment income arising with respect to the con- 
tributions is taxed at 6% percent. Moreover, in most States the 
payments to an insured plan are subject to a premium tax which is 
not applied to payments into a trusteed plan. 

In addition, the present treatment appears to represent discrimi- 
nation against small business. Employers find that a trust involves 
a higher percentage of handling costs to benefits received when it is 
set up on a small scale. Thus small employers continue to finance 
their plans largely through insurance companies. The effect may be 
to force small employers, desiring to have a pension plan, to use a 
more heavily taxed plan than is used by large employers. 

(c) Accident and health business.—In the area of cancelable accident 
and health insurance business carried on by life insurance companies, 
the subcommittee is impressed with the apparent desirability of 
separating accident and health business from other life insurance 
business and taxing both it and similar business conducted by casualty 
companies in the same manner. One aspect of the complexity of 
life insurance company taxation is the variety of insurance activities 
carried on by a typical company. To the extent these different 
activities may be separated, the problems become more manageable. 
At the present time accident and health business is taxed differently 
from other life insurance business. However, it is also taxed differently 
from similar business conducted by a casualty insurance company. 
In many cases the difference is such as to impose a smaller tax on a 
life insurance company conducting this business than is imposed 
upon a casualty company. On the other hand, there are also cases 
where life insurance companies are taxed more heavily on such 
business. 

(d) Definition of investment income.—The subcommittee believes 
that if any definition of investment income is used in the permanent 
formula, it should include royalty income and profits from the tem- 
porary operation of a business. The corresponding offsets to such 
income (such as a depletion allowance) also should be deductible. 
The subcommittee believes, however, that it is proper to omit capital 
gains and losses from such a definition. 

At the present time investment income is defined as including only 
dividends, interest, and rent. This has been interpreted as excluding 
royalty income and profits from the temporary operation of businesses 
which the company takes over by mortgage foreclosure. 

The subcommittee believes that the present exclusion of capital 
gains should be maintained. In this industry, over the long run, gains 
and losses should approximately offset each other. Representatives 
of the industry state that this is the case. However, with the limited 
deductibility of capital losses, generally applicable under present law, 
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the loss offset would not be fully taken into account for insurance 
companies. 

(e) Definition of a life insurance company.—The subcommittee 
believes that serious problems are raised by the use of the life insurance 
provisions by companies that are not essentially life insurance com- 
panies, as explained in section E of part V. With respect to the so- 
called investment-company problem two solutions are there suggested. 
The hearings indicated that the industry as a whole found no objection 
in principle to either solution. 

In the matter of the so-called subsidiary company problem, it 
has been suggested that the difficulty could be handled administra- 
tively under discretion granted in the Internal Revenue Code to the 
Secretary or his delegate. If administrative action should not prove 
feasible, the subcommittee would recommend that sections 269 and 
482 be further clarified in order to establish their applicability to a life 
insurance subsidiary. 

(f) Facis and issues.—The remainder of this report presents the 
facts and issues which have been raised with respect to the tax treat- 
ment of life insurance companies. Your subcommittee believes that 
this material, with the discussion of it in the hearing record, will be 
of substantial value in the development of any permanent formula 
for taxing life insurance companies. A point which still needs further 
study is whether, in the case of mutual companies, each group of 
policyholders receives back the excess of the premium payments it 
has made, and the earnings on these payments, over its share of 
costs. The subcommittee was unsuccessful in its efforts to obtain a 
satisfactory answer to this problem during the hearings. This matter 
should be further investigated before final action is taken by the 
committee. 

Part I of this report describes the technical aspects of the life 
insurance business, with particular attention to those parts that 
may be related to income taxation. Part II supplements this discus- 
sion with significant data, primarily financial, describing the current 
status of the life insurance industry. A brief history of the Federal 
income taxation of life insurance corporations is contained in part 
III. Parts IV and V contain a description and analysis of those tax 
concepts which have been or might reasonably be applied. These 
have been divided into basic approaches and subsidiary issues. In a 
complete plan a number of these features might be combined. Part 
VI describes three tax plans which were presented to the subcom- 
mittee during the past summer. Part VII summarizes briefly the 
different ways which have been used or proposed for the taxation of 
life insurance companies. 








PART I. THE BACKGROUND OF THE PROBLEM 


A. AN ILLUSTRATIVE SUMMARY OF THE OPERATION OF A LIFE INSURANCE 
COMPANY 


The following brief description of life insurance operations is in- 
tended to illustrate those aspects of the business that might relate to 
income taxation. 


1. Premiums, expenses, and reserves 


Life insurance policies involve a pure insurance element and a sav- 
ings element in varying degrees of relative importance. The operation 
of life insurance may be clarified by looking first at a policy which is 
primarily pure insurance, and secondly at a policy which is primarily 
savings. 

Under a 10-year term insurance policy the company agrees, if the 
insured will pay 10 annual premiums, to pay the beneficiary, say, 
$1,000 if the insured dies at any time within 10 years. There is no 
maturity value, no cash-surrender values, and no insurance after the 
10 years. To determine what the premium must be, the company 
considers a group of say 1,000 such policies all issued in the same year 
to men of the same age, say, 41. A table of mortality indicates, for 
example, that of such a group 10 out of 1,000 will die each year. 
(Under the Commissioner’s Standard Ordinary table of mortality 
deaths per thousand per year from age 41 to age 51 increase from 
about 7 to about 13; to leave the savings element completely aside 
a constant mortality is assumed during this period.) To meet its 
obligation, therefore, the insurance company must obtain $10 per 
man per year to pay $1,000 for each death. This is called the net 
premium. The company will, of course, have to pay agents’ com- 
missions, and administrative expenses. If this amounts to $20,000 
for the 1,000 policies during the 10 years, an additional $2 per policy 
will be needed. The actual $12 charged is the gross premium, and 
the extra $2 is the loading factor. 

Actual mortality may be less than the tabular mortality; only 6 in- 
stead of 10 may die in the first year, 7 in the second, 5 in the third, so 
that the company may pay $6,000, $7,000, $5,000 in death benefits 
instead of the indicated $10,000 each year. The differences of $4,000, 
$3,000, $5,000 make up income to the company called mortality 
savings or mortality gains. There could also be mortality losses. 

The expenses of the policies could, of course, be greater or less than 
$20,000, giving rise to additional income or loss. The combination of 
gains and losses from mortality and from loading may be called under- 
writing income (or loss).!_ Since 1920 such income has not in principle 
been subject to Federal income tax. 

The largest expense items fall in the first year, namely, the agent’s 
first-year commission and the cost of putting the business on the books. 

1 Life insurance companies do not use the expression “‘underwriting income”’ although it is common in 
casualty insurance. Life insurance accounts refer to ‘‘net gain from operation’’ and much of tax discussion 
has dealt with “‘free investment income.”’ The phrase “underwriting income”’ is used in the present report 


in view of the necessity of applying some name to the part of net gain from operation which is not free ine 
vestment income. 
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These could well come to 80 percent of the first year’s premium. In the 
illustrative case this first year’s expense item would be $8,000. Even 
with the favorable mortality of only 6 per thousand in the first year, 
total outlays on the group would be $14,000 and premium receipts 
would be only $12,000. This illustrates the andatd situation, which 
is that new business initially involves a drain on the company. For a 
going concern, therefore, profits must be to some extent retained in the 
company, partly to meet future contingencies on the policies giving 
rise to the profits but also to finance new business. 

A policy in which there is a large savings element is a 10-year, 
annual premium endowment policy. The company agrees, if annual 
premiums are paid, to pay the beneficiary, say, $1,000 if the insured 
dies within 10 years, as with the 10-year term policy. It also agrees 
to pay the insured $1,000 at the end of 10 years, and to pay lesser 
sums upon surrender before that time. With 1,000 such policies the 
company must pay, instead of an indicated $100,000 because of deaths, 
$1 million if all survivors retain their policies. The net premium, 
instead of being $10 per year, is therefore slightly less than $91, if a 
3 percent interest rate is used.? 

Since $91 instead of $10 is the net premium, while only $10 will be 
needed for death claims the first year, it is clear that the additional $81 
is an amount which represents savings of the insured for that year. 
This, and the savings elements in subsequent premiums, are payments 
made to obtain $1,000 at the end of 10 years. This $81 is similar to 
the $75 which the buyer of a United States savings bond pays to 
obtain $100 at the end of 10 years. In order to pay him that $1,000 
the insurance company must invest these annual savings elements 
and repay them, with a considerable amount of interest added, at the 
maturity of the policy. 

Interest at 3 percent on 10 payments of $81 will amount roughly 
to $120, which added to the $810 amounts to only $930. The differ- 
ence between this and $1,000 is made up by the fact that as the 
savings increase the insurance elements become relatively smaller. 

In the second year there will be a reserve of $83.43 with respect to 
each policy made up of the initial savings elements of $81 plus interest 
of $2.43. In the case of any person dying in the second year the 
insurance company will only have to add $916.57 to bring the share 
up to $1,000. The mortality charge in that year thus will be only 
$9.16 per policy instead of $10 and the addition to reserves, or the 
savings element, will be $81.84. By the 10th year the reserve will 
have built up to $884. The cost of the insurance element in that year 
would be only $1.16, leaving $89.84 of the $91 premium available for 
the savings element. 

The actual premium for such a policy would include a loading 
factor, say, $5, for commission and expenses, making a gross premium 
of $96. As with term insurance there may be income or loss from 
the loading or from the mortality experience. There is another ele- 
ment of considerable importance in this policy, the difference between 
actual interest earnings and the rate of 3 percent assumed in comput- 
ing the net premium. If the actual earnings rate were 3% percent 
the company would have extra funds, similar to those available when 
actual mortality is less than the expected mortality from the table. 


2 Simplified reserve and mortality assumptions are used in the following discussion. 
55916—55 
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The extra one-half of 1 percent in this case plus interest earned on 
previously accumulated surplus may be called free investment income. 
Conversely, the investment earnings could be less than those required 
to meet reserve and other policy obligations, . 

A final element of gain or loss might be noted here since it is con- 
nected with the savings element. Many policybolders will surrender 
their policies prior to the maturity of the policy. Typically, the cash 
paid to the withdrawing policyholder is less than his pro rata share 
of the funds (including surplus) held for his group of lives. 

Although it is not so apparent as with an endowment policy, there 
is a substantial savings element in the “ordinary” level premium 
whole life policy. For such a policy the net premium may be $21.20 
as compared with $10 for the term policy and $91 for the 10-year 
endowment policy. But since, as with the others, only $10 is needed 
to cover indicated deaths the first year, the excess of $11.20 represents 
a savings factor analogous to the $81 from the endowment-policy - 
premium. This, and similar excesses from subsequent premiums, are 
in effect savings of the policyholder left with the company at interest. 

It is frequently said that, with such a level-premium whole-life 
policy, the excess premiums paid in the early years offset the deficiency 
in premiums in the later years. Perhaps a better statement is that 
the excess premiums of the early years build up a savings element 
which, as it increases, makes the insurance element smaller. When 
the policyholder is old the indicated mortality may be 100 to 1,000 
instead of 10 to 1,000. For insurance of $1,000 the net premium 
would thus be $100. But by that time the reserve, the savings 
element, may be, say, $800. Only $200. represents the insurance 
element so that, for every death only $20 from each of 10 policy- 
holders need be collected to meet that obligation. 

These savings elements from all premiums, in the aggregate, with 
interest previously accumulated, make up the bulk of the reserves of 
any typical life insurance company. There are minor reserves even 
for a 10-year term insurance policy. Also, there are reserves for 
annuities and for obligations to pay insurance benefits in installments. 
Moreover, there are reserves with interest factors, analogous to ordi- 
nary accruals, to meet various fixed liabilities payable in the future. 

The character of these reserves differs materially, as between various 
companies, and in the same company with respect to policies issued at 
different times, even though in each case they are intended to meet 
substantially the same policy obligations. These differences occur be- 
cause different interest rates and different tables of mortality are used. 
Reverting to the illustration with respect to a 10-year endowment 
policy, for example, if a mortality of 7 per 1,000 instead of 10 per 
1,000 were assumed only $7 out of the $91 net premium would be 
needed for first-year deaths, and $84 instead of $81 would be the first 
year’s reserve element. With larger amounts thus being set aside for 
the reserves a lower interest rate, say 2% percent, could be used.’ 
Many companies issue current policies with reserves on a 2% percent 
interest basis for the same or a lower gross premium than was charged 
for a similar policy issued 10 years ago with reserves on a 3 percent 
basis. This is possible because they now use the CSO (Commis- | 
sioner’s Standard Ordinary) table of mortality, a table fairly close to 


3 For an illustration of the various choices available in determining reserves, etc. with the same gross 
premium see Transactions of the Actuarial Society of America, vol. XLU, p. 114. 
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actual experience, whereas then they used the American Experience 
table or some other table indicating much higher mortality rates. 

Ordinarily, a reserve pattern once established for a group of policies 
is continued for that group until the last policy is eliminated. How- 
ever, in the late 1940’s many companies strengthened the reserves on 
their older policies. Since this reserve strengthening has had an im- 
portant effect on income tax policies its character and implications 
deserve careful consideration. 

As the result of the downward trend of interest rates, which was 
accentuated during World War II,‘ the interest rate on invested funds 
of many life insurance companies fell below 3 percent during the late 
1940’s. However, almost all the companies had outstanding policies 
issued many years earlier with reserves based upon interest rates of 
3, 3%, or even 4 percent. To correlate these old policies with the 
newer policies, and to use a rate commensurate with probable interest 
earnings rates, many companies transferred large amounts, in some 
cases hundreds of millions of dollars, from surplus to the reserves 
for the older policies, and restated them for the future on a materially 
lower interest rate.® 

Such reserve strengthening was, in essence, an accounting device, a 
correction of the accounts as stated in the past so that the accounts 
as they would appear in the future would more closely approximate 
the (expected) situation in the future. The outstanding ponies rep- 
resented unchangeable contract obligations; premiums to be received, 
death claims, maturity values, surrender values to be paid in future 
years would be unchanged, with or without reserve strengthening. 
Similarly, changing the designation of some funds from surplus to 
reserve will not affect future investment earnings of the company. 

Reserve strengthening may be compared with the action of a 
company which accrues a cost in the year in which it recognizes a 
fixed future commitment related to its current income. This recogni- 
tion of a current cost will make cost at some future time smaller by 
exactly the same amount. Over the long run it has no effect on total 
income but it does shift net income between years. In view of the 
distinction for tax purposes between underwriting income and free 
investment income it is a significant aspect of reserve strengthening 
that it has the effect of changing the character of income by increas- 
ing free investment income and correspondingly decreasing other 
income. 

The practical purpose of reserve strengthening was to facilitate a 
reasonable dividend policy so as to avoid inequities as between various 
groups of policyholders. A high level of surplus with respect to a 
group of policies constitutes a strong pressure for dividends. If the 
situation is that there is a strong prospect that all of the surplus will be 
needed to cover future losses with respect to the group, distribution of 
surplus currently could have serious consequences.’ The pressure for 

4 As is shown in pt. II, the rate of interest on invested funds of life insurance companies declined from a 
~ 5.18 percent in 1923 to 3.54 percent in 1939, and then to 2.88 percent in 1947. 

or an exposition of the purposes, effects, and techniques see Alfred N. Guertin, the Strengthening of 
Reserves, Transactions of the Actuarial Society of America, X LV, 297-342. 

® See Guertin, op. cit., pp. 308-309. 

7 Where there is a decline in the rate of interest earned coupled with a decrease in mortality, as in recent 
years, mortality gains may more than offset a deficiency of interest during the earlier years of a group of 
peace. but the interest deficiency may more than offset mortality gains during the later years. That is 

use on any policy the reserve, and thus the required interest, increases from year to year, whereas 


the insurance element, and thus the gain resulting fron less-than-expected mortality, decreases propor- 
tionately. 
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distribution is avoided by designating part of the surplus as reserve. 
Some companies did not actually strengthen reserves on older policies 
but achieved the same result by segregating contingency surplus 
reserves. . 

2. Use of surplus funds 

Prior to describing the possible uses of surplus funds a word is 
useful about the likelihood of surplus in insurance operations. For 
obvious reasons a life insurance company must make conservative 
assumptions about future developments. The company, as a routine 
part of its operations, makes contracts which fix premiums out of which 
the company may have to make payments a hundred years hence. 
With fixed commitments to pay and no possibility of charging a higher 
price to the policyholder the company must face the prospects of 
changing trends in mortality rates, falling interest rates, capital losses 
arising from general depression or from a sudden rise in interest rates, 
unpredictable catastrophes such as the influenza epidemic in 1918, 
etc. 

With this situation in mind higher than likely assumptions are 
made about mortality and lower than likely assumptions are made 
about interest earnings. The mortality table in common use for 
recent policies is the Commissioners Standard Ordinary table (CSO) 
which is based on total life insurance experience in the United States, 
1930-40. A comparison of the table and the experience on which it 
is based is given below. 


TasLe 1.—Mortality at selected ages, CSO and United States experience, 1930-40 


, l 
Deaths in following | | 
year per 100,000 of 


population Margin | Percentage 


(col. 1 less margin 
col. 2) (col. 3 as 
percent 


Experience 
980-40 of col. 2) 


CSO table 1 
table 


(1) (2) 


Percent 
288 201 
459 279 180 
861 624 237 
1, 798 1, 540 258 
3, 964 3, 613 | 351 


oouBas 


8, 864 8, 105 759 


Source: Reserve Basis, Elgin Fassel, XLV, Transactions Actuarial Society of America, Vol, XLV, p. 280. 


It will be realized that the actual mortality experience has already im- 
proved since the 1930’s and may be expected to improve further. 

The companies also take a conservative position with respect to 
interest. Currently companies are averaging a return of slightly over 
3 percent, after tax, on invested assets. Most policies are now written 
on the basis of assumed interest earnings of 2% percent. The choice 
of a loading charge, like the reserve interest rate, is under the control 
of the company selling the policy. There is leeway for a mutual com- 
pany to choose deliberately a high or low premium policy. 

As was mentioned earlier, most companies have on the books policies 
written years ago with reserves on higher mortality assumptions but 
also higher interest assumptions, although reserves on much of this 
business have been strengthened to a more profitable basis. Many 
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life insurance companies also write annuity policies. Here the com- 
pany loses money if the annuitant lives a long time so the companies 
start out with a different kind of assumption about mortality, namely, 
that people will live longer than the actual experience. As mortality 
improves over time the margin for annuity business is reduced while 
the margin for life business is improved. Annuity business may turn 
out to be unprofitable on the whole although it may show free invest- 
ment income. Finally, life insurance companies hold some funds not 
involving life contingencies, arising, for example, from a beneficiary’s 
decision to take life insurance proceeds in installments. Profit on 
this business depends solely on the interest assumption compared to 
interest experience. 

Most life insurance business in the United States is written by 
mutual companies which, in general, write policies called participating 
policies which provide that the policyholders shall share in any earn- 
ings available for distribution. In these cases the polioyholders 
own the company. Surplus is distributed in the form of policy- 
holder dividends, both regular annual dividends and sometimes special 
dividends on the termination of the policy. The law in New York 
State, in which most companies operate, limits surplus of a mutual 
company to 10 percent of its reserves. It is understood that this 
limitation is applied in the law of 10 other States. As any group of 
policies grows older the surplus retained by the companies with 
respect to these policies increases for a while and then decrease . In 
the usual case most of this surplus will have been returned to the 
policyholders in the group by the time the last business is written off. 

Typically, stock life insurance companies write nonparticipating 
business. In this case no dividends are paid to policyholders, but the 
policy is written at a lower premium in the first place. Surplus 
arising from these policies is held to cover possibilities of future 
unfavorable experience but ultimately these surpluses belong to the 
stockholders in the company. They may be paid out in the form of 
dividends. The surplus in a stock company may also be realized in 
a lump sum if the company is sold (reinsured) to another company, 
or if the company is converted into a mutual company. In the latter 
case the courts have followed the policy of allocating part of the 
surplus to the new mutual company. Net gains to the stockholders 
on these latter two alternatives are taxable at capital gains rates. 

Many stock companies, also, sell participating insurance, in which 
there is the prospect of payment of policyholder dividends. Generally, 
State law limits the portion of profit on this business that may be 
diverted to the stockholders. 

Two important reasons for holding surplus in the company have 
been illustrated in the previous section. An accumulation of surplus 
on one group of business is used to permit the company to expand by 
bringing in more groups. The extensive strengthening operation in 
the 1940’s will illustrate the use of surplus as a contingency fund. 


B. MUTUAL AND STOCK COMPANIES 


Since the present income tax was first applied to life insurance com- 
panies in 1913 there has been no difference in application between 
stock companies and mutuals. 

In 1948, 30.9 percent of the total insurance in force was held by 
stock life insurance companies. By 1952 this share of total insurance 
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in force had risen to 34.6 percent. In 1948 the admitted assets of 
stock life insurance companies constituted 21.9 percent of the ad- 
mitted assets of the life insurance industry. By 1952 this had risen 
to 23.9 percent.® 

Practically all new life insurance companies in recent periods have 
been organized as stock companies. This is attributable to the fact 
that a substantial paid-in surplus is initially required to organize a 
life insurance company, and it is difficult for a mutual organization 
to obtain this surplus. Thus, in the life insurance field the small new 
companies are typically stock companies. 

Some stock insurance companies, as they accumulate a substantial 
reserve and surplus, mutualize, a process in which the stockholders 
withdraw their initial paid-in capital and some amount of the accumu- 
lated surplus, and the company continues as a mutual with the remain- 
ing surplus. To illustrate, the mutuvalization of the Western « 
Southern Life Insurance Co. of Cinc innati, Ohio, was completed in 
1948. The company had been founded in 1888 with a total paid-in 
capital and surplus of $100,000. In the following 60 years cash 
dividends of $34.6 million were paid. By reason of stock dividends 
the capital account of the company had been raised to $30 million 
and the surplus account stood at $26.8 million. On mutualization 
the stockholders received $40 million, the remaining $16.8 million 
being considered necessary to be retained as contingency funds for 
the protection of policyholders.® 

A cursory examination indicates that at least eight stock companies 
have been in the process of mutualization in the past 10 years. In 
1953, after mutualization, the admitted assets of these eight com- 
panies were, in the aggregate, about one-tenth of those of the remain- 
ing stock companies. Mutualization is not a new process. The 
three largest mutual companies were originally stock companies, the 
mutualizations being completed in 1915, 1925, and 1943. 

The typical policy of a stock life insurance company is nonpartici- 
pating insurance, while characteristically mutual companies sell par- 
ticipating insurance. There is price competition between the com- 
panies selling participating insurance and those not selling participat- 
ing insurance. However, there are reasons for expecting that com- 
petition would not make the prices fully equivalent. In many cases 
life insurance is purchased in response to advertising appeals or 
effective salesmanship rather than on careful price comparison. 
Moreover, it is difficult for the purchaser of life insurance to make a 
price comparison because of the problem of dividends. Participating 
insurance requires that the customer make a larger initial outlay with 
the prospect that policyholder dividends which will reduce the net 
cost of the insurance will be paid in the future. He must make a 
guess about the future level of dividends based on past experience 
and based on the current level. At the present time, the current 
level of dividends on a given policy is generally higher than the divi- 
dend level over the past 20 years. Future dividends may vary from 
the current level. 

If the policyholder does make a prediction about the future level of 
dividends, he would expect them to reduce the net cost of his insurance 
below the cost of the nonparticipating policy, since the nonparticipat- 


§ Data calculated from the Spectator Life Insurance Year Book and submitted to the subcommittee by 
the Acacia Mutual Life Insurance Co. 
* Data from Best’s Life Insurance Reports, 1950, pp. 1131-1132. 
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ing policy does not involve an advance of cash which would not be 
returned for several years. Undoubtedly, the attitude of particular 
policyholders toward this cash advance would vary. Some might 
require a rate of return on their cash advance larger than 3 percent 
per year (which is approximately the amount the companies are earn- 
ing on these advances). Others would consider that the cash advance 
was desirable as a device for forcing themselves to save even though 
their rate of return was low. 

It is argued that despite small changes in the relative ultimate prices 
of participating and nonparticipating insurance there would remain a 
substantial group of customers who would prefer a policy of low 
initial cost and no dividends, while others would prefer a policy with 
high initial cost which was offset by dividends later on. It is argued 
by some that even if a different tax burden on stock and mutual life 
insurance companies would affect the prices they charge policyholders, 
the resulting small price changes would not have appreciable eftects 
on the sale of insurance policies by different companies. 


C. AREAS OF DIFFICULTY IN DETERMINING THE TAX FOR LIFE INSURANCE 
COMPANIES 


The background material presented up to this point suggests the 
major problems which have arisen in attempts to arrive at a satis- 
factory tax for life insurance companies. ‘To a substantial degree, 
the problems are concerned with the question, “What should be con- 
sidered the income of life insurance companies for tax purposes?’’ 
Basically the problem arises from the 2 facts (A) that the funds handled 
by insurance companies arise from 2 quite distinct sources, premiums 
received and investment income, and (B) that there is both a savings 
element and a pure insurance element in the business. Any measure- 
ment of taxable income attributable to the underwriting aspect of the 
business would be complicated fundamentally by the long-term nature 
of the business. The measurement of the net investment income on 
the savings element alone is complicated by the presence of commit- 
ments of the companies to add a large part of this income to the 
reserves against their insurance commitments. 

The problems described above are compounded by the fact that a 
substantial portion of the life insurance company business is handled 
by mutual organizations or is in the form of participating policies. 
The concept of income for mutual enterprises in the case of ordinary 
business has given rise to difficult problems. Here the problem is more 
acute because of the large proportion of the total insurance business 
handled by mutuals or handled through participating policies. 

Still another problem in determining a satisfactory tax base for 
life insurance companies arises from the fact that these companies are 
actually engaged in several different types of activities, some of which 
constitute the major business of companies not taxed as life insurance 
companies. For example, an important portion of the accident and 
health insurance business is carried on by life insurance companies; 
the remainder of this business is carried on by casualty companies 
which are taxed quite differently from the life companies. Moreover, 
the term insurance, individual annuity, and group annuity business 
are quite distinct in character from usual types of life insurance. 
Here difficulties arise through attempting to find some method of 
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taxing life insurance companies which will take into account the 
differences in the character of income derived from these diverse types 
of activities within the life insurance company area on one hand and 
on the other hand still take into account the competition in these 
fields which exists betwen life insurance companies and those outside 
of this tax area. 

It is also pointed out that insurance is taxed heavily at the State 
level through premium taxes. In 1953, State premium taxes averaged 
about 1% percent. It is argued that in view of the fact that life 
insurance is almost the only form of savings subjected to such taxes, 
they should be taken into account in determining the relative burden 
of any income tax imposed at the Federal level. 

It is also recognized that life insurance has an important place in the 
American economy which should be encouraged as a means of dis- 
charging the responsibility for the care of widows and other dependents. 
It is pointed out that if individuals fail to make adequate provision 
for their survivors, the obligation for support would fall on the society 


as a whole. This makes it important that the tax shall not in any 
way undermine the fundamental soundness of these companies, 








a 


PART If. SIGNIFICANT FINANCIAL DATA 


This section summarizes some of the financial data relating to the 
life insurance industry, giving particular attention to material that 
might have some bearing on the tax question. 


A. GENERAL 


By the end of 1953 United States life insurance companies held 
assets of $78.5 billion. The obligations and surplus accounts were as 
follows: 


TABLE 2.— Obligations and surplus funds, United States life insurance companies, 


Dec. 31, 1953 

Obligations: Rillions 
nn Sr oe oak anie ea eabenn o<~scen Gnome $49. 2 
mamiey Meneivew fo aa hos. Fs Pe eee a ee bse *12,7 
Reserves for supplementary agreements without life contingencies.... 4.8 
Policy dividend accumulations--............-....-..-.-.--.-.---- 1.8 
Amounts set aside for policy dividends_...............-----.-----.- .9 
Ce GL Con cL Be eer anaGes stigubebs scakhocetca coos 3.3 

Surplus and capital: 
Special surplus funds. 2... +2 -. ..2.5.-.-..-.22..--+-4-+-.--.---- 1.3 
I CD oe ca ieretcaidy <p Unis dink) odémpladtines Lecotiabions 40 
Capitel stock (stock companies) --. .....- ~-4<-sncenenoeoee---=--- 4 


*Annuity reserves include reserves for supplementary agreements including life contingencies. 
Source: Institute of Life Insurance, Life Insurance Fact Book 1954, p. 56. 


Reserves represent the portion of the assets which are held to meet 
future policy obligations calculated under recognized assumptions 
about interest, mortality, etc. There are also obligations such as 
those for accrued taxes, accrued expenses, and accrued dividends. 
Capital and surplus represent the remainder of the assets. Some of 
the surplus may be set aside in what are called surplus reserves or 
special surplus funds, to meet contingencies which are possible but 
not probable. To a lesser extent it can be said that the entire capital 
and surplus are held to meet general contingencies. 

The amount of life insurance in force in United States companies 
stood at $317 billion at the end of 1953. This has been growing at a 
steady rate of about 9 percent a year since 1945, and this is approxi- 
mately the rate maintained throughout the 1920’s. Insurance 
reserves at the end of 1953 were $66.7 billion. Characteristically, 
these grow with some lag behind the growth of insurance in force. 
For many years the reserves on any group of policies will grow even 
though due to deaths the insurance in force with respect to the same 
group will decline. It follows that the financial size of the life- 
insurance industry as measured by reserves will continue to grow at a 
rapid rate relative to the rest of the economy even if there should be 
some slackening in the rate of growth of insurance in force. 


55916—55 3 13 
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B. CAPITAL AND SURPLUS 


Some data on the development of surplus over the past 10 years are 
shown below. ‘Ten years is a relatively short period with respect to 
the measurement of income changes of life insurance companies. At 
best, these data are indicative only of general magnitudes, especially 
since several factors influenced them during the last 10 years. 

Since 1951 the surplus figure reported in the annual statement has 
not included the amount of surplus set aside for policy dividend dis- 
tributions in the following year. The published industry totals include 
this figure before 1951 ant exclude it thereafter. Merely to obtain a 
consistent historical series it has been added back in for the later years. 
The figure in 1953 was about 15 percent of surplus and presumably 
was in that vicinity for the prior years. 

Particularly in the 1940’s there were two special circumstances 
affecting surplus. A substantial amount of current surplus funds of 
the companies was used to make voluntary additions to reserves, the 
so-called reserve strengthening described earlier. Also, the companies 
in this period had a substantial amount of reported capital gains 
which was the source of part of the surplus. In a sense these reflect the 
same situation—decline of interest rates. (High-grade securities rise in 
value as interest rates fall and most of the gain must be added to cap- 
ital—i. e., reinvested at the lower current rates, to maintain earnings.) 
Detailed investigation of the year-by-year reports of several large 
companies indicates that there was some rough similarity in magnitude 
between net capital gains and reserve strengthening in the period 
1943 to 1950. If, in fact, these two distorting factors did tend to 
cancel out the value of the actual surplus figures are not greatly 
impaired as an indication of general magnitudes. 


TABLE 3.—Capital and surplus position of life-insurance companies, 1940-52 
{In millions of dollars] 


Unassigned | Special sur- Capital | Total capital | Stockholder Federal 


Year surplus plus funds stock and surplus | dividends Nebiite 
OD se bie wooed 1, 239 748 158 2, 245 18 1 
al ae ee 1, 406 784 168 2, 358 18 1 
Sa ae 1, 552 815 169 2, 536 14 27 
i eee a aitininccens 1, 730 913 191 2, 834 38 3H 
inet etibe 1, 610 1, 390 204 3, 204 24 34 
WORE 565 diss deci ie 2, 231 1, 252 224 3, 707 30 25 
ee 2, 367 1199 248 3,814 34 22 
a 2, 510 1, 201 259 3, 970 35 1 
i Ra alia *2, 405 - 4,629 252 4, 286 40 2 
ee 2, 668 1, 826 284 4,778 36 42 
Ss eee 2, 925 2, 071 342 5, 338 82 72 
aaa 3, 418 1, 883 349 5, 631 44 125 
sh bi bbosbaGeecesl 8, 734 2,015 379 16, 128 52 140 


*In this year the $330 million statutory contingency reserve of one company was shifted from unassigned 
surplus to special surplus funds. 

iThe a datum for 1953, taken from table 2, is $5.7 billion, there shown as surplus and capital, 
plus $0.9 billion, shown as amounts set aside for policy dividends, or $6.6 billion. 


Sources: Spectator Life Insurance Co. Year Book 1953, and Spectator Compendium 1952, 











I 


TAXATION OF LIFE INSURANCE COMPANIES 15 


C. INVESTMENT INCOME 


The disappearance of the life insurance tax base in the 1940’s was 
a result of the long fall of interest rates between 1930 and 1947. This 
decline and the recovery since 1947 can be seen in the following table: 


TABLE 4.—WNet rate of interest earned on invested funds, United States life insurance 


companies 

ho Rate betre | Rate fer 

ate eral in- eral in 

Year (percent) Year come taxes | come taxes 

(percent) (percent) 

GE. J cccctibcewubtbtdians dacdatathbbahObdeaeas 4.77 | 1941......--- 3.42 3. 42 
pT RR Oe IE AS ESL 4.83 | 1042......... 3.44 3.36 
tit ie t. 2. tel, Leakey was ehakeatedaanasi * 9.; eis 3.33 3.23 
Pee h e. ee che hss okie aks - <n - add dong telddsaee 5.05 | 1044._...__. 3.23 3.14 
Sid ddetidhecttithdires <hindsddtddis abs sinbeacbentnael lL fe, Seer 311 3. 05 
ROSE ER RS 3.45 | 1046......... 2.93 2.89 
i ccditinns «<p 2. 88 2. 88 
i tilans> wives 2. 96 2.06 
Fe Sethe 3. 06 2. 98 
Wee cin cockne 3.13 3.00 
) RARER 3.18 2. 08 
Pst scgtict 3. 28 3. 07 
eteheie ae 3. 38 3.15 


Source: Institute of Life Insurance. Life Insurance Fact Book 1954, p. 53. The net interest rate is the 
ratio of the net investment income for the year to the mean invested assets (including cash) decreased by 
4 the net investment income (to account for interest on the investment income itself). Before 1941, the 
rates were calculated after deducting only such Federal income taxes as were dedu by the individual 
companies in arriving at their net investment income. Beginning with 1951, the rates are on a revised 
basis due to changes in the annual statement form. The effect of these changes in 1951 was to lower both 
rates by 0.04 percent. 


Throughout this period the interest that the companies were re- 
quired to pay out or to add to reserves has steadily declined as a 
percentage of invested funds. This was due to the sale of new policies 
on lower reserve interest assumptions and the gradually increasing 
relative importance of reserves on these new policies. @ process 
has been accelerated by strengthening of reserves, which involves 
recalculating some older reserves on the basis of a lower reserve 
interest assumption. This decline in the rate of required interest can 
be expected to continue, although possibly at a slower pace. It might 
be pointed out that one large company that reduced its interest as- 
sumption on new policies to 2 percent during the 1940’s has raised the 
rate recently to 2% percent for new policies.' To indicate the magni- 
tude of this decline, the situation in 1950 was that insurance companies 
required a return of 2.74 percent of invested funds to cover interest 
commitments or 87.8 percent of actual investment earnings excluding 
capital gains and tax-exempt interest. By 1952 the required interest 
was only 2.68 percent of invested assets or 81.7 percent of investment 
earnings.” 


1 Best’s Life Insurance Reports, 1954, p. 816. 
2 Data supplied by Treasury Department. See table 5. 








PART III. THE HISTORY OF FEDERAL INCOME TAXATION OF 
LIFE INSURANCE COMPANIES, 1913-54 


A. 1913-20 


Prior to 1921 life insurance companies were taxed under the gen- 
eral provisions applicable to ordinary corporations. There was no 
special section of the law devoted to life insurance companies. The 
1918 act, for example, contained merely 1 brief provision relating to 
the gross income of life insurance companies, and 2 provisions eign 
ing special deductions for such companies. 

During this period premiums in general, investment income, and 
capital gains were included in gross income. The items excluded © 
were the standard exclusions allowed all taxpayers, such as tax-exempt 
interest. Also, an exclusion from income was allowed for amounts 
“paid back or credited to or treated as an abatement of premium of 
such policyholder within the taxable year’? by means of policyholder 
dividends. This, in effect, denied the deduction for dividends on 

aid-up policies and deferred dividends. The distinction was upheld 
oe the Supreme Court in Penn Mutual Insurance Co. v. Lederer (252 
U. S. 523). Only dividends used to reduce current premiums were 
considered as a return of the purchase price and all others were 
regarded as a distribution of investment income properly taxable to 
the company despite its mutual character. 

All deductions customarily allowed to any corporation were allowed 
to life insurance companies. In addition to underwriting and invest- 
ment expenses there were allowed as deductions (1) sums other than 
dividends paid within the taxable year on policy and annuity con- 
tracts, and (2) the net addition required by law to be made within 
the taxable year to reserve funds.’ The effects of this latter provision 
were twofold: (a) Although premiums were included as gross income, 
such gap of each premium as was credited to the policyholder by 
way of a credit to a reserve was deducted; and (6) although all invest- 
ment income was includible, that part which was, in effect, credited 
to policyholders as interest on the reserves was deducted. 


B. 1921-41 


From 1921 through 1949 the intent of the law was to tax net 
investment income only, after allowing for amounts set aside in 
reserves for policyholders. This is the so-called free investment 
income. Underwriting income—income arising because actual mor- 
tality or expenses were less than assumed—and policyholder dividends 
were not considered in determining the tax base. 

The rationale for taxing only free investment income was set out 
in the hearings before the Senate Finance Committee on the Revenue 
Act of 1921 when this approach was adopted. The explanation was 


sslinindieiieammmpetaiaiensies 
1 See section F below for a discussion of the development of the definition of reserves. 
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‘ment income. Under the present 
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made by Dr. T. S. Adams, tax adviser of the Treasury Department, 
who indicated that the purpose of the provisions for taxing life insur- 
ance companies under the proposed 1921 act was to apply the tax only 
to investment income.* 

He also stated that this proposed plan was satisfactory to both the 
mutual and the stock life insurance companies. 

Investment income, by specific definition, included only interest, 
dividends, and rents. Capital gains and any other type of income 
generally regarded as investment income were aaleaed. There were 
allowed as deductions (a) investment expenses, including taxes, expen- 
ses and depreciation on rental property, and (6) amounts, computed 
in various ways, sepementins investment income needed for policy 
and other obligations, including not only the interest necessary to 
maintain policy reserves but interest paid on fixed indebtedness and 
2 percent of reserves for deferred dividends. 

From 1921 through 1931 the deduction for interest credited policy 


~ reserves was at the uniform rate of 4 percent of the mean of the reserve 


funds. This rate was higher than the average rate for all companies. 
With few exceptions all policies issued after 1900 were based on a 
3%- or 3-percent interest rate. By 1932 it was decided that 4 percent 
was too high. From 1932 through 1941, those companies which had 
reserves computed at a lower rate than 4 percent were allowed only 
3% percent on such reserves. ‘This allowance of 3% percent was higher 
than the average of the rates used by most companies. 

Under the 1921, 1924, 1926, and 1928 acts interest on exempt bonds 
was deducted from gross investment income (in effect excluded, as 
with all taxpayers), and the deduction for 4 percent of the mean of the 
reserve funds was decreased by this same amount. This had been 
done with the approval of the industry representatives.’ However, 
in its decision in the case of National Life Insurance Co. v. U. S. 
(277 U. S. 508, 1928) the Supreme Court found that under this pro- 
cedure the tax of a company which received tax-exempt interest would, 
other things being equal, be no smaller than the tax of a company 
whose entire income consisted of taxable items. (This followed be- 
cause the regular insurance deduction of any company was reduced 
by exactly the amount of the tax-exempt interest deduction.) There- 
fore, the Court held that the constitutional requirement that such 
interest be exempt was violated. The decision was applied retro- 
actively. Thus, for the entire period 1920-41, the full 4 percent or 
3% percent of the mean of reserve funds was deductible in addition to 
exempt interest. 

2“* * * the scheme * * * is to apply a tax on life insurance companies to make it applicable to invest- 

w the premiums paid by a life insurance policyholder are deemed to 
be actual income by the life insurance company. * * * 

“The ordinary annual premium that you pay on a life insurance policy is the basis cf the income of a life 
insurance company, although no deduction can be made for it by the individual policyholder. It is re- 
= as a capital transaction to him. He makes no deduction for his life insurance premium payment, 

ut the company when it gets it must regard it as income. 

“That being a Resting pote ae I think it isa false starting point—we have to authorize a lot of special 
and highly unscientific uctions, with the result that the taxation of life insurance companies is one of the 
faultiest of the income-tax act. There is a continual litigation over insurance companies’ taxes be- 
cause of the method of taxation. 

“Tt has been suggested—and I think it is obviously sound—that the only true basis of income of a life-insur- 
ance company is its investment income—interest, dividends, and rents which it receives. The premium 
payments it gets are a good deal like a bank t. When it takes them over, it creates an obligation such 
as the obligation of a bank to return a deposit when it is called for. So that is omitted altogether. You 
start with the investment income, and certain deductions have been worked out with the result that the 
life insurance companies will Ray very much more taxes under the proposed scheme than they did before”’ 
(Hearings before the Senate Committee on Finance (67th Cong., Ist sess.) on H. R. 8245 (1921), p. 83). 


3 Charles Evans Hughes, attorney for three large life insurance companies, filed a brief supporting the 
Government position in the National Life Insurance case. 
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C. 1942-48 


During the period 1932-41 interest rates had declined drastically, 
and new policies issued by most companies were on the basis of a 
reserve interest rate of 3 percent or less. With the deduction based 
on a rate of 3% percent, which was more than the earnings rate for 
the industry by the late 1930’s, only a few companies with a high 
rate of return were paying any tax. After consideration the method 
of deducting from net investment income amounts computed by 
applying a specific rate to each company’s actual reserves was 
abandoned. Instead, the principle of determining each company’s 
deduction on the basis of an industrywide ratio of interest needed 
to investment income earned was adopted.* 

The Secretary of the Treasury determined and promulgated, on the 
basis of the previous year’s experience of all companies, the ratio of 
needs to receipts. This percentage, frequently called the “Secretary’s 
ratio,’’ was applied by each company to its net investment income to 
determine its “reserve and other policy liability deduction,” irrespec- 
tive of what its actual requirements relative to its earnings might be. 
Technically, it was a fraction the numerator of which was an amount 
obtained by multiplying the aggregate of the mean of all reserves 
(at the beginning and end of the year) by the “reserve earnings 
rate,’ plus interest paid (principally on supplementary contracts 
not involving life contingencies) by all companies, plus 2 percent of 
the aggregate reserves for deferred dividends, and the denominator 
of which was the aggregate net investment income without excluding 
exempt interest and with no credit for dividends received. The 
“reserve earnings rate” ratio did not (except for the first year) reflect 
the industrywide actual experience, however, because in determining 
the amount needed for reserves the actual average interest rate, 
weighted 35 percent, was combined with a specific, unchanging rate 
of 3% percent, weighted 65 percent. 

To eliminate an inequitable treatment of exempt interest resulting 
from the National Life Insurance Co. decision, exempt interest re- 
ceipts of all companies were included in computing the Secretary’s 
ratio, but the resulting fraction was applied to the net investment 
income of each company with exempt interest excluded. 

The investment income on accident and health business, deemed to 
be 3% percent of the means of the accident and health reserves (un- 
earned premiums and unpaid losses), was subtracted from the net 
investment income before computing the reserve and other policy 
liability deduction, and this accident and health income was added 
back to the free investment income to obtain total taxable income. 


D. 1949-50 


Interest rates continued to decline after 1942. As a result of this 
decline new business was written on a lower reserve interest basis, 
usually 2%. The fixed element of 3% percent in the computation of 
the Secretary’s ratio, however, produced a decline and then disappear- 
ance of the tax base. This is shown as follows: 





‘The difference between these approaches is explained and illustrated in the discussion of the free invest- 
ment basis of determining taxable income in sec. A of pt. IV. 
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Reserve and Reserve and 








Tax liability } Tax liability 








omer | “oaks” | otitis | "ya 
a era osnene nT eT ae aed ome —— | ——— —— poi 
1942. .-| 0.93 | $27.4 |) 1946... , 0. 9595 | $21.8 
1043... : . 9198 | 34.5 |} 1947... 1. 0068 * None 
1944. 7 9261 | 34.5 || 1048___- 1. 0243 | * None 
1945__..- + . 9539 24.7 


| 














* Actually, some income taxes were paid in 1947 and 1948 by a few life insurance companies on income 
from accident and health business. 


Source: Income Taxation of Life Insurance Companies, report of subcommittee of the Committee on 
Ways und Means, January 1950. 


In House Joint Resolution 371, passed in 1950, a “‘stopgap’”’ was 
adopted which retained most of the approach of the 1942 method but 
abandoned the fixed 3%-percent element in the computation of the 
Secretary’s ratio. This permitted the ratio to reflect fully the lower 
reserve interest requirements due to the low reserve rate basis on new 
policies. The House resolution would have applied the altered ratio 
retroactively to 1947 and 1948. However, after further consideration 
it was determined not to apply this rule this far back but it was applied 
to 1949 and 1950, producing revenue of approximately $42 million 
and $80 million, respectively. 


E. 1951 TO DATE 


In the Revenue Act of 1951, a tax at a smaller rate on net invest- 
ment income without the deduction of amounts needed for policy obliga- 
tions was substituted for the tax at ordinary rates on investment income 
as reduced by such deductions. For 1951 the reserve and other liability 
credit ratio would have been about 87% percent, which would have left 
12% percent of net investment income as taxable. The 30-percent cor- 
porate normal tax applied to this would yield a tax of 3% percent of 
net investment income, and the combined corporate normal and surtax 
rate of 52 percent would yield a tax of 6% percent. The 3%-percent 
rate was applied to the first $200,000 of net investment income 
(equivalent after deducting 87% percent to $25,000, the ordinary sur- 
tax exemption) and the 6%-percent rate was applied to the balance. 

A graduated reduction in the tax as thus computed was provided 
for those companies whose net investment income was less than 105 
percent of their policy needs on the basis of applying their own interest 
rates to their reserves. If an individual company, on the basis of its 
own interest rates applied to its own reserves, would need more than 
its net investment income its taxable income (net investment income) 
is reduced by 50 percent. Any company whose net investment 
income is 105 percent or more of its reserve needs, on the basis of its 
own interest rates, has no such reduction. Companies with ratios 
between 100 and 105 percent receive a reduction varying from a little 
less than 50 percent to a little more than nothing. 

To conform the taxation of the income from accident and health 
business to the historic pattern—the ordinary corporate rate applied 
to 3% percent of the mean of the accident and health reserves—the net 
investment income is reduced by 3% percent of the mean of the acci- 
dent and health reserves, the amount so subtracted is multiplied by 8, 
that amount is added to the balance of the net investment income, 
and the rates of 6% percent (one-eighth of 52 percent) or 3% percent 
are then applied to the combined amount. 





20 TAXATION OF LIFE INSURANCE COMPANIES 


The 1951 method and rates have since been extended, 1 year at a 
time, and apply to 1954 through the 1-year extension in the Internal 
Revenue Code of 1954. The 1942 law will apply again automatically 
to any year for which there is not an extension. 

The 1942 formula would have yielded no revenue from life insur- 
ance operations in 1947 and 1948. The improved earnings situation 
has reversed this, however, and the Treasury Department estimates 
that on the basis of 1953 earnings the revenue yield would be $157 
million, or just the same as the amount predicted under the 6% per- 
cent flat tax provided by present law. Under the 1950 formula the 
revenue on 1953 earnings would be $232 million. 

A revenue analysis of the three formulas prepared by the Treasury 
Department is shown in table 5 for the years 1950 through 1953. The 
ratio shown is the so-called Secretary’s ratio or the industrywide ratio 
of interest required for policy obligations to total investment earnings. 


Taste 5.—The Secretary’s ratios under 1942 and 1950 formulas, equivalent flat-taxr 
rates, and revenue effect compared with 6\4-percent tax, 1950-53 


| 





| 1942 formula | 1980 formula ils) 
. ——__—_—___—_—_—————_|_ under 
Year applicable ! | | 64 
percent 
Ratio as Revenue | Ratio ree Revenue tax 

_ iplbencamaaies ee | | ay Arran r ts 

| Percent | Millions | Percent | Millions | Millions 
1950... 0.9672 | 1.4 $30 | 0.9063 3.9 8 $73 $115 
1951. - 9389 3.1 | 67 | 876 6.2 126 4127 
_ Deasare 9181 | 4.3} a 8543 7.6 168 141 
tticieniie 8798 6.3 | 9.5 232 187 


| 157 . 8167 
| | 





1 Ratios applicable to a given year are computed from data for the preceding year. 

? Converted under the general corporate income-tax rate effective in each year as follows: 1950 -42 percent; 
1951—50%4 percent; 1952 and 1953—52 percent. 

* Actual. 

4 Preliminary actual. 


F. “RESERVES” 


During the entire period 1913 to date the question of what were 
included in the terms “reserves,”’ ‘‘life insurance reserves,” or ‘‘reserve 
funds required by law’ has been of paramount importance. Duri 
the pre-1921 period a major deduction was the “net addition require 
by law to reserve funds.”” During the period 1921-41 by far the most 
important deduction was 4 percent or 3% percent of “the mean of the 
reserve funds required by law.” And during the period 1942 through 
1950 the most important element of the “reserve and other policy 
liability credit” was the “reserve earnings rate” as applied to adjusted 
“life insurance reserves”’ of all companies. 

Many controversies arose as to whether this or that amount treated 
in the accounts of a life insurance company as a reserve was a “reserve” 
within the meaning of the law. These questions have gradually been 
answered by court decisions. Without stating in detail the various 
technical problems, it may be said that, in general, the effect of these 
decisions has been to limit “reserves” to those related to life contin- 
gore, i. e., those affected by mortality or by accident or disease. 

hus, reserves to provide for matured or accrued liabilities to meet 
fixed obligations such as to pay fixed sums of money for stated periods, 
reserves to pay deferred dividends, and reserves to provide for con- 
tingencies such as capital losses, extraordinary operating expenses, 
etc., are not “reserves” within the meaning of the law. 








PART IV. VARIOUS BASIC CONCEPTS FOR TAXING 
LIFE INSURANCE COMPANIES 


From the beginning of the modern income tax until now stock life 
insurance companies and mutual life insurance companies have been 
taxed on the same basis.’ From 1921 until now investment income 
has been the only taxable income both for stock companies and for 
mutual companies, although stock companies may receive additional 
income (or losses) from underwriting or from other sources which 
belongs to the corporation and its stockholders. All other stock com- 
panies, including stock fire and casualty insurance companies, are 
taxed on their income from all sources reduced by all ther expenses 
(to the extent that such expenses are allowed corporations generally as 
deductions). 

This uniformity of tax treatment for stock and mutual life insurance 
companies has met with the approval of most of the companies, both 
mutual and stock. The representative of the life insurance associa- 
tions stated: ‘“The associations which I represent are clearly on record 
in favor of equal treatment. With a single exception * * * no 
mutual company has ever asked for a tax advantage in this fiercely 
competitive market.” ? While conceding that theoretical considera- 
tions suggesting free investment income as the tax base of mutual 
companies “apply with greater theoretical force to mutual life- 
insurance companies than to stock companies’’ it is contended that 
“actually, however, there is little essential difference either in prin- 
ciple or practice in the two operations. Both types of companies sell 
basically the same product in the same market at a comparable price 
in one of the most strongly competitive fields in America.’ * 

While recognizing that in other fields the two types of corporations 
are taxed differently, the point is made that life insurance differs from 
all other enterprises in that the mutuals dominate the business. ‘The 
seven largest life insurance companies in the United States are mutuals. 
Approximately 80 percent of all insurance in force is on the mutual 
or participating plan. Obviously, therefore, the mutuals fix the com- 
petitive pattern for everyone.” ‘ 

Moreover, it is deemed significant that while there are some large 
stock companies and some small mutuals, ‘‘as a generality, it is true 
that most of the large companies are mutuals and most of the small 
companies are stock.’’ It is argued that “a tax differential between 
stock and mutual companies would be an unbearable burden upon 
the young progressive stock companies, which are serving well both 
life insurance and the American public. * * * The result of such 
discrimination would be fatal to many small companies-——serious to 
most of them—and the net result would be to channel more and more 
of the business to the giants and less and less to their smaller com- 
petitors.”’ ° 

' During the period 1913 to 1920 mutual companies were not permitted to deduct dividends to policyholders 
as such but only such dividends as served to reduce premiums currently paid, thus both stock companies and 
mutual companies were taxed on the basis of actual premium receipts. 

— A , The Revenue Act of 1951, hearings before the Committee on Finance, U. 8. Senate, p. 

3 Adams, loc, cit., p. 1101. 

¢ Adams, loc. cit., p. 1101. 

+ Adams, loc. cit., p. 1101. 
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On the other hand, it is argued that the principle of equality of 
tax treatment requires an equality not only within a narrowly defined 
industry but also among taxpayers generally. Insofar as the tax is 
deemed to affect the relative positions of competitors, stock life 
insurance companies could be viewed as competing not only with 
other life insurance companies but also with other institutions which 
provide investment opportunities for individuals’ savings. More 
immediately, it is suggested that stock life insurance companies 
selling accident and health insurance compete not only with mutual 
life insurance companies but also with both stock and mutual casualty 
insurance companies. It might also be argued that to whatever 
extent stock life insurance companies may obtain and keep greater 
profits than do mutuals, then to that extent they could bear a heavier 
tax burden without incurring a competitive disadvantage. 

Some have suggested that the argument to the effect that small and 
prey stock companies would be discouraged under a tax plan which 

ore more heavily on stock companies than on mutuals could be met 
by means of a special provision for relatively small companies or 
relatively new companies. 


A. FREE INVESTMENT INCOME APPROACH 


The free investment income approach was adopted for the taxation 
of life insurance companies from 1921 to 1951, although generally the 
actual formulas applied resulted in a lesser tax than would have re- 
sulted from the strict application of the free investment income ap- 
proach. Generally speaking, free investment income is that portion 
of the investment income which, after deducting investment expenses, 
is not required to be set aside to meet policy obligations. Under this 
approach, underwriting gains and losses and dividends to policyholders 
are not taken into account; also, capital gains and losses are not taken 
into account. 

This approach was developed primarily with mutual insurance 
companies in mind. It was thought in the case of such companies 
that the excess of investment earnings over reserve and other polic 
requirements constituted their only income for tax purposes, aeee 
this view has not been universally accepted. Under this view under- 
writing gains when distributed as dividends to the policyholders were 
considered as price adjustments. Moreover, it was argued that when 
such gains were held by the company, they were held only temporarily 
to assure the ability of the company to fulfill its obligations to the 
group and would eventually be returned to the policyholders. Invest- 
ment income in excess of reserve and other policy requirements was 
considered income properly subject to tax since this arose from dealings 
with outsiders and was held by the company at its own discretion. 

It has been recognized that the logic of the investment income 
approach is more applicable to the mutual insurance company than 
to the stock company, since the stockholders in the latter type of 
company might derive income not only from investment income in 
excess of reserve requirements but also from the excess of under- 
writing income over losses. However, it has been argued that since 
stock and mutual companies are in direct competition with each 
other and since the stock companies are relatively small they should 
be taxed on the same basis. This was discussed more fully in the 
introduction to this part. 
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The theory under which deductions are allowed for the portion of 
investment income which is set aside in reserves is that they are 
income of the policyholders rather than the company, since they 
represent estimates of the amounts which the companies are com- 
mitted to pay at some future time. However, it is pointed out that 
these amounts are in general not taxed to the policyholders, either 
when set aside in reserves or when received. On the other hand, 
this has been upheld on the grounds of the desirability of providing a 
positive incentive for life insurance. 


1. The company-by-company basis 

One method of computing free investment income for purposes of 
taxing life insurance companies is the company-by-company basis, 
Under this approach, if the life insurance company earns investment 
income at the rate of 3% percent, and if it adds interest at the rate of 
3 percent to its policy reserves, the difference, plus the investment 
income on surplus funds, is treated as taxable income. 

In favor of this approach it has been argued that the procedure is 
substantially similar to that involved in the taxation of a bank or 
other financial institution. Thus, it is said that the income derived 
by a bank from a contract to pay $100 in 10 years from date for $75 
received is in each of the i0 years the difference between the amount 
earned on the $75 and its accretions (less operating expenses) and an 
absolute amount (here, 2.9 percent of $75 compounded) necessary to 
meet the obligation. 

The arguments in favor of this company-by-company basis for the 
free investment income approach have been set forth in hearings 
before the Senate Finance Committee by one life insurance company 
as follows: 

The tax-basis formula should give recognition to the statutory and contractual 
obligation of each incividual company for adding interest to its policy reserves. 
* * * Each company must meet its interest obligations to which it is bound by 
contract and by statute. Its investment income must first be committed to the 
carrying out of these interest obligations to its policyholders. Accordingly, each 
company has available for the payment of income taxes only what is left after 
these commitments have been met.® 

On the other hand, in opposition to the company-by-company basis 
it is stated that this approach tends to penalize those companies which 
have adopted a conservative policy and those which have increased 
their reserves, thus reducing their average interest rate.’ This argu- 
ment is based on the fact that a life insurance contract, unlike a bank 
deposit, is not a pure savings contract. The portions of the gross 
premiums which are determined by the individual company to be the 
savings element will vary with different mortality and loading assump- 
tions. Thus, the amounts added to reserves, and likewise the rate of 
interest used in computing the reserves, will vary for this reason. It 
is, therefore, argued that if two companies issued groups of policies 
with the same gross premium and had identical experience with respect 
to deaths, maturities, operating expenses, etc., but one had its reserves 
on a 2-percent basis while the other had its reserves on a 3-percent 
basis, it would be unfair to permit the one company to deduct 3 percent 





* Edward J. Schmuck, general counsel, Acacia Mutual Life Insurance Co., Taxation of Life Insurance 
Companies, hearings before the Committee on Finance, U. 8. Senate, on H. J. Res. 371, March 1950, pp. 


7 It would be “eminently fair’ not to “penalize those which have been the most conservative by increasing 
the reserves and thus reducing the valuation reserve most promptly in the light of current expenses.’ 
Adams, loc, cit., p. 43. 
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of its reserves in computing its investment income while permitting 
the other to deduct only 2% percent of its reserves. 


2. Average-rate basis 

Another method of determining the free investment income is to 
require each company to compute its reserve deduction by applying 
an industry-average rate to its reserves instead of its own actual rate. 
This was the approach used in the 1920’s except that a specific un- 
changing rate was used instead of an average rate which changed with 
changing conditions in the industry. 

It is argued that this basis of computation is desirable because it 
provides a method of apportioning investment income between re- 
serves and surplus which ignores artificial distinctions arising from each 
company’s using its own rate. On the other hand, however, it is 
pointed out that this basis of computation does not entirely eliminate 
artificial differences between companies arising from various assump- 
tions as to mortality or rates of interest. The use of an average in- 
terest rate applied to each company’s actual reserves does not, for 
example, produce the same result for a company with reserves on a 
2%-percent basis as for a company with reserves on a 3-percent basis 
since the former’s reserves ordinarily will be approximately 5 percent 
larger. Thus, with the application of an industry-average rate it 
would receive the larger deduction. 


3. Industry-ratio basis 


A third basis for computing the free investment income of each 
company is known as the industry ratio. Under this basis an industry- 
wide ratio of policy requirements to the total investment income earned 
is obtained. Each company. then applies this industry ratio to its 
own investment income to determine its deduction in arriving at its 
free investment income for tax purposes. This device was used in 
conjunction with a fixed industry rate from 1942 to 1948, and was 
used alone as the stopgap formula for 1949 and 1950. 

In favor of this basis of computation it is pointed out that it, unlike 
the company-by-company basis, is free of the criticism that the tax 
liability of each company is subject to its own control and varies from 
company to company according to the mortality and interest rate 
assumptions each happens to adopt. Mr. A. J. McAndless, on behalf 
of the majority of the life insurance companies, has said that a device 
such as this, which contains the most averaging of the three bases, 
‘is grounded upon the sound and reasonable assumption that, in the 
long run, companies require the same percentage of net investment 
company income to maintain their reserves.”* Another industry 
representative has also stated that a practical reason for using the 
industry ratio as the basis for each company’s deduction is that it 
tends to “distribute the tax burden basically among the companies 
according to size and among policyholders equally.” ® 

Objection has been raleet to this basis for computing free invest- 
ment income on the ground that not only does it not differentiate 
between companies in accordance with differences in their reserve 
requirements but it does not take sufficiently into account the dif- 
ferences in the rates of return they realize on investment income. 
Thus, for example, if the individual company’s free investment income 


. 
* Hearings before the Committee on Finance, U. 8. Senate, on H. J. Res. 371, March 1950, p. 38. 
* Testimony of Claris Adams, hearings on Revenue Act of 1951, Committee on Finance, U.S. Senate, 
p.1105. 
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is the standard, a company earning 3% percent on its invested assets 
and adding 2% percent to its reserves would pay a tax only one-sixth 
larger, instead of one twice as large as that of a company earning 3 
percent and similarly adding 2% percent to its reserves. On the 
other hand, it is claimed that a company with a higher rate of return 
on investments is likely to use a higher interest rate for its reserves 
and that thus the industrywide ratio tends to give a satisfactory result. 


4. Comparison of alternative methods of computation 

The adoption of one or another of the theories described above in 
determining the amount of free investment income can make sub- 
stantial differences in the tax which would be paid by individual 
companies. The differences between the three methods of determin- 
ing free investment income may be shown by the following simple 
example: 

Company A, company B, and company C each have reserves of $1 
million. The average rate of interest on those reserves is, for A, 3% 
percent; for B, 2% percent; and for C, 3 percent. During the year in 
question A’s investment income is at the rate of 4% percent, or $45,000; 
B’s is at the rate of 4 percent, or $40,000; and C’s at the rate of 3% 
percent, or $35,000. Since the actual reserve interest rates are 3%, 
2%, and 3 percent, the average rate is 3 percent. The amount needed 
by the companies to meet their policy obligations is $90,000 and their 
combined net investment income is $120,000, thus the industry ratio 
is 90,000/120,000 or 75 percent. 
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vad Oe ge OL) ea pet eri ite a ci intend iid t4olt Bert 
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Such an illustration is not entirely realistic, however, since it does 
not take into account surplus, and interest earned on surplus, nor the 
fact that, other things being equal, the company using the lowest 
interest rate will have the highest reserves, and vice versa. Taking 
these into account the balance sheet items might appear as follows: 
A PORTS Total 











$1,000,000 | $3,000, 000 
925, 000 2, 775, 000 
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Here the ratio of the total amount needed to meet policy obligations, 
$83,125, to total investment income, $120,000, is 69.271 percent and 
the average rate is 2.9952 percent. The differences between the 
three methods of determining free investment income, on these more 
realistic assumptions, may be shown in the following calculations: 
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*This ratio of free investment income is much higher than normal. The figures were chosen for 
simplicity. 


The extent to which the tax liability of companies may be affected 
by the use of the company-by-company approach or the use of the 
industry-ratio approach is illustrated by a table submitted by Mr. 
McAndless during 1950 hearings.” As an example, for one of the 
companies (referred to as company A2 in the table) the tax would 
have been about $3 million on the industry-ratio basis, while there 
would have been no tax if the company-by-company method were 
used. On the other hand, the tax of another company (referred to 
as B8) would have been $133,000 if the industry-ratio method were 
used whereas it would have been $760,000, more than 5 times as 
much, if the company-by-company method were used. 

Some suggest that one of these methods is most suitable to the 
extent that a certain condition (for example, a relatively large extent 
of similarity in the interest assumption) exists and less suitable if 
another condition exists (if, for example, there is a great diversity 
with respect to interest rates). They believe that a method which 
would combine two of these alternatives might be a more satisfactory 
basis than the use of either one exclusively. Plans based upon the 
combination of these methods are described in part VII. 


B. GROSS INCOME AS THE TAX BASE 


An alternative to the free-investment income and other net income 
approaches is the use of gross income of the company as the tax base. 
Under this approach, a tax at a relatively low rate is applied to the 
gross income of a life insurance company, instead of to net income, 
in order to determine the income tax. ‘The tax procedures followed 
for life insurance companies for 1951 and subsequent years can be 
viewed as one form of the gross income approach. A tax at 6% per- 
cent on each company’s investment income has been substituted for 


1° Taxation of Life Insurance Companies, hearings before the Committee on Finance, U. 8. Senate, 
on H., J. Res. 371, March 1950, p. 41. 
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what in 1951 would have been a 52 percent tax" applied to invest- 
ment income reduced in each case by 87% percent. 

In favor of this approach, it is argued that the problem of determin- 
ing the net income of either an individual life insurance company or 
the industry as a whole is so difficult that the results obtained under 
any net income tax are likely to be unsatisfactory since the ‘‘gross’’ 
investment income (investment income less investment expenses) of 
each company can be readily ascertained it is believed by some that 
the application of a tax at an appropriate rate on this “gross” invest- 
ment income may be viewed as a ‘‘pragmatic approach to a reoccurring 
and vexatious problem.” ” 

It has also been suggested that in view of the unique character of 
the life insurance industry and the nature of its social benefits it is 
neither necessary nor desirable to correlate the income tax on life 
insurance companies with the net income tax on other corporations. 
Thus, it is suggested that a tax on gross income, using a rate of tax 
which appears reasonable, ‘‘will provide a stable, substantial, and 
steadily increasing source of revenue,’”’ with the additional merit of 
“creat simplicity.” * It has been suggested that the determination 
of 1 a reasonable rate of tax for the industry be based upon compari- 
sons with total taxes on the industry in other periods and in considera- 
tion of ‘the maximum amount * * * the companies should be 
called upon to pay.”’ 4 

Objections have been raised to the gross income approach primarily 
on two grounds: the ratio of net income to gross income tends to vary 
within the industry, and the relationship of net income to gross in- 
come is unstable over time. In support of the argument that the 
relationship between gross income and net income is unstable over 
time, it is pointed out that the tax at 6% percent on each company’s 
investment income, which was adopted initially for 1951, was sub- 
stituted for a tax at 52 percent of that income reduced in each case 
by 87% percent, which for that year was approximately the ‘‘Secre- 
tary’s ratio.”” For 1952, however, the “Secretary’s ratio” would have 
been 85.43 percent, and for 1953 it would have been 81.67 percent. 
Thus, it is pointed out that to produce a tax for 1953 on gross invest- 
ment income equivalent to the tax at 52 percent on free investment 
income of the industry, a tax rate of 9% percent would have been 
necessary, or that the actual tax for 1953 under the 6%-percent rate 
was the equivalent of a tax at 35% percent on net income (free invest- 
ment income as determined in 1949 and 1950) instead of 52 percent. 


Cc. TOTAL INCOME 


_ Another basic approach to the taxation of life insurance companies 
would tax life insurance companies upon their total income from all 
sources in the same manner as other corporations. Taxable income, 
in general, would consist of premiums and investment income less 
(1) expenses and other deductions as provided in the Internal Revenue 
Code for corporations generally; (2) total amounts paid to policy- 


1! Although expected to be 52 percent, the actual rate for 1951 was 50.75 percent. 

12 Claris Adams, Revenue Act of 1951, hearings before the Committee on Finance, U. 8. Senate, p. 1107. 

13 Adams, loc. cit., 1105. 

1% Adams, loc. cit., 1106. It was pointed out that under the 1951 formula the tax paid by the life insur- 
ance industry would be four times as large as the tax paid in 1943, although investment income in total 
was only twice as large. This was a larger increase in tax above the World War II level than was typical 
for industry as a whole. This comparison appeared to constitute a reason for abandoning the formula 
previously used which would have the effect of rapidly increasing the tax base still further from year to year. 
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holders by reason of death, maturity, or otherwise, including policy 
dividends; and (3) net increases in policy reserves excluding increases 
in contingent surplus reserves. An approach similar in principle but 
different in application governed the taxation of life insurance com- 
panies from 1913 threugh 1920. 
1. Equality of treatment for different types of income 

In the case of both stock and mutual companies the argument has 
been made in favor of the total income approach that it avoids the 
difficulties inherent in selecting only one aspect of the company’s 
operations, for example, its free investment income, as the basis for 
the tax. It is pointed out that any company which has a large amount 
of, for example, term or group insurance receives a relatively small 
amount of investment income with respect to such business and thus 
achieves a competitive advantage under a tax based on investment 
income only. Similarly, it is held that treating a portion of the in- 
vestment income as the measure of the income from accident and 
health business tends to result in unequal tax burdens between life 
and casualty companies. These and other subsidiary problems which 
it is argued would largely be met by the use of the total income 
approach are discussed in part V. 


2. Equality of treatment for different types of companies 

It has been suggested that the total income approach is particularly 
appropriate for stock companies. As with any other corporation 
owned by its stockholders, not only investment income but profits 
from whatever source derived may go immediately or ultimately to 
the stockholders. If all life insurance companies were stock com- 
panies, it is argued that this method would produce equality of tax 
treatment. However, mutuals represent the largest part of the 
industry. For a mutual company this approach would be, in effect, 
a tax on the increase in surplus each year. Advocates of this view 
regard a mutual company as an entity at least partly distinct from its 
members, which should be taxable on retained earnings. They meet 
the contention that a mutual company has no income of its own by 
poimting out that, if over the life of a group of policies all income 
attributable to that group is returned to it, there will be no ultimate 
taxable income on the company attributable to that business. They 
maintain, however, that there would be temporary accumulations 
which would be available for promoting the growth of the company 
and that it would be reasonable to attribute these to the corporation 
as a separate entity. Another basis advanced for viewing the mutual 
company as a separate entity is that it is not clear that each group of 
policyholders ultimately receives back its entire contribution to 
surplus. In this connection, for example, Maclean, a life insurance 
authority, in discussing the reasons why the cash surrender value 
of the policy should be less than the proportionate share of the com- 
pany’s assets attributable to that policy, says, among other things, 
“The usual view is that all policies should make a contribution to the 
permanent surplus or contingent fund.” © 

It is argued, against the viewpoint that the surplus accumulation 
of a mutual life insurance company is taxable income, that such sur- 
plus is primarily a reserve for future expenses and thus not income. It 
is claimed that this reserve is analogous to that of mutual savings 


4% Joseph D. Maclean, Life Insurance, seventh edition, p. 196. 
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banks. Mutual savings banks and savings and loan associations are 
allowed a combined surplus and reserve for bad debts equivalent to 12 
percent of assets. Additions to surplus up to this level are not taxable 
to the mutual savings bank. Generally, the surplus of mutual life 
insurance companies is less than 10 percent of assets. On the other 
hand, while the total income approach would imply that a deduc- 
tion for appropriate reserve additions for estimated expenses should 
be allowed, not only for mutual companies but for stock companies 
also, it has been argued that numerous differences in the respective 
situations make the reserve allowed mutual savings banks inappro- 
priately high for a life insurance company. These differences include 
the built-in safety factors in the technical insurance reserve assump- 
tions and the different character ot obligations in the two industries. 
Furthermore, it is pointed out that the proposal for a long carryback 
of losses described below would provide a possible tax refund as a 
substitute for surplus used as a contingency fund. 

It is also argued, against the total income approach, that it involves 
a dilemma in its effects on the competition between mutual and stock 
companies. On the one hand, it is argued that dividends paid out 
by a mutual must be allowed as deductions to the mutual company 
because of their similarity to price adjustments. On the other hand, 
it is held that these payments include an element of the profit of the 
company, for example, a part of the investment income. Allowing 
these as a full deduction to the mutual would cause under this view a 
serious competitive disadvantage to the stock companies in an indus- 
try which is predominately mutual. Suggestions have been made for 
formulas which would limit the deduction of policy dividends to some 
amount claimed to be distributions of mortality gains (price adjust- 
ments) as distinct from excess interest earned by the company. 


3. Nature of surplus in a life insurance company 


A tax on the total income of a life insurance company, like the 
general corporate income tax, amounts to a tax on both retained 
earnings and dividends to stockholders in the case of a stock company, 
and on retained earnings in the case of a mutual. 

It is frequently asserted that the increase in surplus of a life insur- 
ance company is not comparable to retained earnings of other cor- 
porations; in other words, that the increase in surplus is not really 
income. 

The surplus of a life insurance company is different in its nature from the surplus 
of a commercial organization, such as a manufacturer. * * * This safety fund 
or surplus is just as necessary as the legally required reserves, and must increase 
in some relation to them.'* 

This assertion is questioned by some on the grounds that the atti- 
tude of investors appears to indicate the belief that they (or those 
who purchase their stock) will eventually receive most of the com- 
pany’s surplus. In one area, that of stock companies, the equity of 
the company, that is, capital and surplus, is traded on the capital 
markets. It thus appears possible to determine the attitude of in- 
vestors toward buying a share of the capital and surplus of a stock 
life insurance company. Obviously, such a measure is not available 
for mutuals, 

% Testimony of Mr. H. R. Bassford, vice president and chief actuary, Metropolitan Life Insurance Co 


— revision of 1950, hearings of Committee on Ways and Means, U. 8. House of Representatives 
p. 664. 
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It is argued that if it were true that the apparent surplus did not 
represent an accumulation of earnings, prices paid for stock would 
represent the capitalization of dividends only. However, it is pointed 
out that, in general, at the present time high-grade common stocks are 
selling at a price which provides a current dividend yield of 5 or 6 per- 
cent. Behind these dividends in the ordinary en there is 
income before tax of four times the amount of dividends. Typically, 
however, life insurance company stocks are selling at dividen — yields 
from 1 to 3 percent.” It is suggested that this indicates a belief on 
the part of investors that there is income behind the dividends of a 
stock life insurance company greater than the retained earning of an 
ordinary corporation. 

It is argued that a similar implication is provided by a comparison 
of market price of shares of stock in life insurance companies with the 
book value of capital and surplus per share. It is pointed out that if 
investors regarded the surplus of a stock company as not really income, 
or as something that would be absorbed by future expenses, then they 
would not pay the full value of the surplus to acquire a share of it. 
The following table shows a comparison of book value and market 
price per share for the principal stock life insurance companies where 
selling prices are normally reported. 
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Norte.—The figures are to be taken as approximations only. The market price quotations were taken as 
of Jan. 20,1954. The book values were computed from the summary balance sheet information cusropes 
in Best’s Life Insurance Reports, 1954, showing financial condition on Dee. 31, 1953. Where recognizable 
general contingency reserves were added to capital and surplus. In some cases a part of accumulated sur- 
plus is held for pans policyholders and is not available to the stockholders. This was subtracted 

rom capital an plus wherever precise information was given. 


Sources: Best’s Insurance News, Life Edition, February 1954, and Best’s Life Insurance Reports, 1954. 


Another indication of how investors regard the surplus of a life 
insurance company can be seen in the purchase of one stock company 
by another. In 1951 the Lincoln National Life Insurance Co. of 
Fort Wayne, Ind., purchased the Reliance Life Insurance Co. of Pitts- 
burgh. A trade journal reported that the stockholders of Reliance 
Life received $27.5 million for their stock,'® $12 million in excess of 
the book value of the capital and surplus. Such a price, it is argued, 
implies that the purchasing company considered that the assets they 
were buying exceeded the necessary reserves for the insurance busi- 
ness which they were reinsuring by even more than the reported 
capital and surplus of the seller. On the other hand, it was also con- 
tended in the hearings that in this case the desire to obtain established 
agencies, some in new areas, and to acquire a new .ine of business 
accounted for the price paid being as high. 





‘ 17 Based on 1953 dividend-price data for six large stock companies as given in Best’s Life Insurance Reports, 
954. 
18 The National Underwriter, September 7, 1951. 
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4. Determination of income 

Opponents of the total income approach contend that the annual 
net income of a life insurance company cannot be determined with 
any degree of accuracy because of the long-term nature of its obliga- 
tions.” There appear to be two aspects of this viewpoint. One is 
that with respect to any group of policies the apparent gain in 
an early period may be offset by unexpected and unavoidable losses 
(huge death payments due to a catastrophe, for example) in a 
later period. Those who emphasize this problem concede that to 
some extent similar difficulties exist with respect to the net income of 
practically all industrial and commercial companies. It is argued, 
however, that there is an important difference in degree. Other 
corporations can, to a large extent, change prices to accord with 
changed conditions; a life insurance company cannot change the 
premiums on outstanding policies. 

Against this viewpoint, it has been argued that the problem of 
dissipating, through income taxes, surplus which might be needed to 
offset future extraordinary losses could be dealt with by a very long 
carryback of net operating losses in the life insurance industry, for 
example, 20 years. It is held that a tax on total income which would 
be refundable under a long loss carryback system could afford greater 

rotection to the companies than the present system. Under present 
aw a company might be required to pay a large tax on investment 
income for a year in which there were catastrophic mortality losses 
with no tax refunds to ameliorate the situation. : 

The other aspect is that the annual income estimates of a life 
insurance company are not reliable indications of actual gain due to 
the long-term estimates underlying the reserves, etc. It is held that 
the reserve system adopted is only a rough allocation of future costs 
to various years. The selection of different reserve bases by different 
companies would result in considerable differences in the time of re- 
porting income even though the experience was identical. It is 
argued that a serious problem of this type arises between companies 
using the net level premium method and those using the Commis- 
sioner’s Reserve Valuation Method. The latter, common among 
small and new companies, results in smaller reserve additions in the 
first year on new business and would thus show more income for that 
year on such business. It is argued that this would be an impediment 
to growth. Even apart from differences in method, the differences in 
reserve interest rate assumptions between companies would, under 
this view, involve serious inequalities since one company would be re- 
porting income and paying tax before another on the same experience. 

It is argued against this viewpoint that such differences of account- 
ing methods are not uncommon. For example, the cash basis tax- 
payer pays tax ahead of the installment basis taxpayer. It is also 
argued that such differences resulting from different accounting 
methods are found in the investment income approach and that they 
are hidden rather than eliminated by the various averaging devices. 
With respect to the comparison with the free investment income 
approach, it has been pointed out that an error in the assumption 

‘® ‘Annual statement figures are not a valid criterion of actual realizable gains because they reflect but a 


small segment of experience with a long continuing Hability.” Testimony of Claris Adams, hearings on 
the Revenue Act of 1951, p. 1100. 
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made on the reserve interest rate (for example, allowing 2% percent 
when 3 percent would be realistic for the particular company) is never 
corrected under the free investment income approach; whereas under 
the total income approach any misstatement of the reserve addition 
in one year will necessarily be corrected by an opposite distortion of 
income or expense in another year. True income is ultimately re- 
flected in surplus. To some extent an overstatement of income in a 
year with respect to some groups may be offset by an understatement 
with respect to other groups. 


5. Dividends to policyholders as they affect the tar 

It has been argued that a serious difficulty in the total income plan 
as applied to mutual companies is the fact that the amount and 
timing of policy dividends would have so great an effect on the amount 
of the taxable income. It is suggested that management would be 
under the undesired burden of having to choose between accumulating 
current earnings for possible future needs and thus incurring a tax 
liability or distributing what might be viewed as too large a portion 
of such earnings to avoid the tax. 

It has been pointed out that a serious aspect of this problem would 
appear in a transition to a total income tax. At the time of its in- 
ception some companies would have relatively larger surpluses, in 
proportion to their reserves, than other companies. Such companies 
could afford to distribute a larger portion of their current earnings to 
policyholders than the others (since their larger prior accumulations 
would offset smaller current accumulations) and thus pay relatively 
smaller income taxes. It is argued that these extra dividends would 
be an important competitive advantage. 

With respect to the transition problem it has been argued that it 
could be reduced in importance by a temporary restriction on the 
amount of deductible dividends. The ratio of dividends to premiums 
for a previous 5-year period, for example, might be viewed as normal 
for that company. Deduction of dividends in excess of this normal 
amount could be disallowed in decreasing fractions, say nine-tenths 
for the year after the plan was adopted, eight-tenths for the second 
year, and so on. As reserves increased, generally, with the passage of 
time any ‘‘excess”’ surplus a company might have had at the inception 
of the total income plan would become relatively less significant as a 
dividend factor, so a declining scale of disallowances would under this 
view be appropriate. 

It is argued that if a long-term loss carryback were a part of the 
total income plan the incentive for large policy dividends would be 
minimized. Surplus accretions would be deemed necessary to meet 
extraordinary losses which might occur in the future. Under this 
view a tax refund, to be received if such a loss occurred, would 
safeguard the policyholders as effectively as a larger retained surplus. 
Excessively large policy dividends paid to reduce the income tax, it is 
pointed out, would have the effect both of reducing the surplus avail- 
able for future needs and precluding a tax refund which would meet 
those needs. 


6. Accounting difficulties 

It is held that one objection to the total income approach for taxing 
life insurance companies is that it encounters serious difficulties in the 
purely technical accounting matters. With reference to the 1913 to 
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1921 experience with this approach it has been said: “The law was 
satisfactory to no one, least of all the Government. It was the cause 
of multitudinous administrative difficulties, and it was also the source 
of constant annoyance and constant litigation.’’ ” 

On the other hand, it is argued that there have been numerous 
improvements in the accounting required of insurance companies for 
State regulatory purposes. Also, it is stated that some of the early 
problems could have been avoided by a more explicit and comprehen- 
sive statute, and others have been worked out since 1921 in connection 
with the determination of free investment income.” 


7. Reserve strengthening 


It is argued that the problem of reserve strengthening, described 
in part I, highlights the accounting difficulties of the total income 
approach in the case of life-insurance companies, and in a transition 
period involves a serious problem of its own. 

In any year a single company may by the technique of bookkeeping 
entries voluntarily shift millions of dollars from surplus to its reserves 
as a result of changing its assumptions with respect to costs, in effect 
saying that certain costs should have been allowed for in the past 
instead of the future. It is argued that allowing this amount as a 
deduction in the year of strengthening would allow the company an 
undesirable control over its own current tax liability, but failure to 
allow it would either prevent companies from strengthening reserves 
or would require continuation of an extra system of accounts for tax 
purposes, 

The transition problem pointed out in connection with reserve 
strengthening arises from the fact that during the past 10 years many 
companies have transferred very large amounts, hundreds of millions 
of dollars in some cases, from surplus to strengthen reserves against 
older policies. Other companies have not done so, but have set up 
surplus contingency reserves to deal with the same problem. If, for 
example, in 1949 one company strengthened reserves on a group of 
policies by $1 million while another, with a similar group, did not, the 
income from 1950 until the expiration of the last policy in each group 
would be $1 million more (other things being equal) for the first 
company than for the second. The question is raised: Should the 
income as shown be accepted as the tax base, whether or not the 
company has previously strengthened its reserves, or should adjust- 
ments be made to equalize the tax liabilities of the different companies? 

In justification of the first viewpoint, it is argued that the various 
companies did or did not strengthen their reserves in accordance with 
their best judgment of what was a proper allocation of income to 
different periods, at a time when tax consideretions did not influence 
that decision. Differences between companies resulting from strength- 
ened or unstrengthened reserves, it is pointed out, may be no greater 

*” Claris Adams, Revenue Revision of 1950, hearings, Committee on Ways and Means, p. 649. 

1 To illustrate the steps involved, the following general] outline of a total income tax has been suggested. 
The taxable income of any year could be the “net gain from operations after dividends to policyholders”’ 
(line 33, p. 4, annual statement as made to State insurance commissioners) with ee ad ustments. 
Some of these adjustments are such as would be made with any corporation, such as the disallowance as 
deductions of Federal income taxes, capital expenditures, and the aa of the deductions for deprecia- 
tion. As with other corporations, tax-exempt interest would be excluded from gross income and a credit of 
85 percent of dividends received would be allowed. Certain adjustments peculiar to life insurance com- 
panies would also be necessary such as the inclusion of certain ‘‘nonadmitted” items of income or expense, 
and the elimination of increases or decreases in the stated values of the assets. Under this approach no 
special tax treatment is necessary to reflect the income from accident and health insurance; deductions with 


respect to increases in reserves for such insurance would consist of increases in the usual reserves for unearned 
premiums and unpaid losses. 
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than differences which always exist resulting from different reserve 
interest and mortality assumptions. Such differences, it is also argued, 
may not be much greater than differences between ordinary com- 
mercial companies resulting from differences in the treatment of in- - 
ventories, depreciation, installment sales, etc. 

On the other hand, it is pointed out that reserve strengthening is 
& mere accounting device, and that the realities—premiums, surrender 
values, death or maturity payments—are the same whether or not 
reserves were strengthened. Thus, it is argued that for tax purposes 
income should be computed as if there had been no strengthening. 
If it were impracticable to compute additions to the reserves as they 
would have been without strengthening, it is held that substantially 
similar results could be achieved by allowing the deduction of gradually 
smaller portions, over a long period of time, of the amount originally 
added to the reserves. 


D. DISTRIBUTED INCOME AS THE TAX BASE 


Another possible tax base for life insurance companies is the income 
which they distribute. This is usually suggested as a minimum tax 
base to be used in conjunction with some other basic formula. Under 
this approach dividends paid to stockholders would be the tax base 
(an alternative tax base) for a stock company. The application of 
this approach, however, in the case of a mutual company is more 
difficult since, the distributions in that case take the form of dividends 
to policyholders. Such dividends paid by cooperatives have not 
traditionally been regarded as an appropriate basis for income taxa- 
tion. One suggestion to meet this problem would be to tax only that 
portion of the policy dividends which, for each company, constitutes 
a distribution of its investment income. If an industry-average device 
is used under the basic formula, rather than a company-by-company 
approach, the proportion of policyholders’ dividends which constitutes 
free investment mcome rather than underwriting gains could be de- 
termined on an industrywide basis. 

An argument in favor of this approach as an alternative, or min- 
imum, tax base is that management in deciding how much of the 
apparent income can safely be distributed would take into account 
future needs and contingencies and the validity of the accounting 
techniques which determine the apparent income. It is contended 
that while all available income may not be distributed, what is dis- 
tributed is at least a true measure of the minimum amount of real 
income. 

Opponents of this approach point out that in the case of a stock 
company it is in conflict with the principles of the general corporate 
income tax. Corporations in general are taxed not only on their dis- 
tributed but also on their undistributed income, and in some cases 
additional penalty taxes are imposed on the undistributed income. 
Moreover, the 1954 code treats distributed profits more favorably 
since it allows stockholders a credit for part of tax paid at the corporate 
level with respect to the distributed profits. It is also suggested that 
the effect of such a tax might well be to encourage the retention m the 
insurance company of funds which are really not needed. Still a fur- 
ther argument presented is that while distributed income of a stock life 
insurance company will be only from what the management believes is 
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realized income, it may, as in the case of other corporations, be sub- 
stantially less than the income management believes has been realized. 
In support of this position it is argued that the price pattern of stocks 
in life insurance companies indicates that dividends are, in general, a 
small portion of the corporate income and that a major portion of the 
market value is based upon the undistributed profits. 

In the case of mutual companies, it is argued that a iax based on a 
uniform portion of the amounts distributed would result in an unfortu- 
nate distinction between high- and low-premium companies. It is 
pointed out that the policy of some companies is to require premiums 
which are close to probable costs, a policy which is feasible if the 
company has already accumulated a sizable surplus. Such a company 
would pay relatively small dividends to its policyholders. On the 
other hand, it is pointed out that another company doing substan- 
tially the same business might require higher premiums with the 
expectation that they would be offset by relatively large dividends if 
actual costs permit. The second company, it is contended, would be 
likely to incur a larger tax liability than the former if an industry 
average is used to determine what part of the distribution represents 
a distribution of free investment income. 


E, THE POLICYHOLDER AS THE BASIS OF TAXING MUTUAL LIFE 
INSURANCE COMPANIES 


It has been suggested by some observers that the corporation be 
abandoned as the taxable entity in the case of income of mutual life 
insurance companies. Under the proposals developed it is visualized 
that the amount of tax to be collected would be found, not from the 
status of the company, but from the status of the individual policy- 
holders who ultimately receive the investment income earned by the 
company. Since it is generally considered impractical, however, to 
determine the taxes of the millions of policyholders on such income 
individually, it is usually suggested that the tax be collected from the 
company but that it be imposed at some rate, in the neighborhood 
generally of 20 percent, which would correspond to the average indi- 
vidual rate. 

Objection has been raised to this type of a tax base on the grounds 
that, in the case of stock companies, part of the earnings of the com- 
pany should be attributed to the stockholders and either to ignore 
such earnings or to tax them on the same basis as if they were income 
of the policyholder would create discriminations between various types 
of corporate enterprises. While recognizing that this approach does 
not fit the nonparticipating business of stock companies, it is sug- 
gested that this method of taxation might be applied in their case on 
the grounds that it is too difficult to determine their tax on the basis 
of the net income of the corporation, and that a higher tax on stock 
companies than is provided in the case of mutuals would place the 
former at a competitive disadvantage. 

In the case of mutual life insurance companies, it is argued that in 
principle the retained earnings should be taxed and that they are 
properly the earnings of the corporation rather than the policyholders 
since the policyholders as of any time have no assurance that such 
earnings will eventually be returned to them. 
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On the other hand, it is argued that a mutual life insurance company 
(and to some extent a stock company) has no retained earnings since 
its surplus serves the same purpose as a bad debt reserve in the case of 
other financial institutions and that the mutual companies retain no 
more than might be allowed under such a reserve in the case of these 
other financial institutions. It is pointed out, for example, that sur- 
plus in the case of mutual life insurance companies averages about 7 
to 8 percent of liabilities and that one State in which mutuals operate 
limits surplus to 10 percent. 

It has also been suggested that analogous problems must be faced 
in determining what ts the proper base for the ‘individual tax’’ col- 
lected from the insurance company as have been presented above in 
the case of the imposition of a corporate tax. One position is that 
the taxable investment income should be the investment income less 
not only the expenses attributable to earning that income but also the 
expenses of operating the insurance company as a whole, such as 
agents’ commissions, the expenses attributable to receiving premiums, 
investigating and paying claims, accounting, overhead expenses, etc. 
Others take the view that expenses attributable to the insurance 


element of any policy should not be deducted but only those expenses, 


including an apportionment of the operating expenses, which relate 
to the savings element in life insurance should be deducted from 
investment income. It is pointed out that the policyholder who buys 
ordinary life insurance in effect is buying term insurance and savings. 
In the case of term insurance it is pointed out that the small amount 
of investment income attributable to it does not cover expenses of 
holding the insurance and, therefore, that part of the premium paid 
by the policyholder is in effect the purchase of the services which 
occasion such expenses. 


F. SEGREGATION OF BUSINESS ACTIVITIES OF INSURANCE COMPANIES 


Some take the position that it is impossible to arrive at an equitable 
method of taxation for insurance companies by lumping all of their 
various types of activities together. ‘They suggest that the different 
types of business in which an insurance company is engaged should 
be segregated and that separate consideration should be given to the 
tax treatment of each type of activity. The degree to which the pro- 
ponents of this method would provide segregated treatment varies 
considerably and frequently no very specific conclusions have been 
reached on this point. Generally, however, those who take this point 
of view would provide separate treatment at least for such types of 
business 2s accident and health insurance, annuity business (some- 
times distinguishing between the individual and group annuities), and 
term msurance. 

The problems which are presented by the various types of business 
in which a life insurance company is likely to be engaged, and the 
relationship of these problems to the tax treatment of companies 
which are not life insurance companies but are carrying on similar 
activities, are discussed in the part of this report which follows, Part V, 
Subsidiary Issues. 





PART V. SUBSIDIARY ISSUES 


A. ACCIDENT AND HEALTH BUSINESS OF A LIFE INSURANCE COMPANY 


Under section 801 of the Internal Revenue Code of 1954, which 
defines a life insurance company, it is provided that an insurance com- 
pany may be taxed as a life insurance company if its life insurance 
reserves (including reserves on noncancelable health and accident 
policies) comprise more than 50 percent of its total reserves. 

The origin of the treatment in the present law is traceable to the 
Revenue Act of 1921. In explanation of the adoption of the cri- 
terion that life insurance reserves (including reserves on noncancelable 
health and accident policies) constitute more than 50 percent of total 
reserves, Dr. T. S. Adams, tax adviser of the Treasury Department, 
made the following statement to the Senate Finance Committee in its 
hearings on the 1921 act: 

Some companies mix with their life business accident and health insurance, 
It is not practicable for all companies to disassociate those businesses so that we 
have assumed that if this accident and health business was more than 50 percent 
of their business, as measured by their reserves, it could not be treated as a life 
insurance company. On the other hand, if their accident and health insurance 
were incidental and represented less than 50 percent of their business we treated 
them as a life insurance company.! 

Under this definition life insurance companies write more accident 
and health business than do casualty companies. In terms of pre- 
miums received, the life companies had $950 million in 1951 compared 
to $640 million for the casualty companies. In 1950 the figures were 
$790 million for life insurance companies and $530 million for casualty 
companies.’ 

With respect to accident and health insurance business it is provided 
in sections 805 (a) and 806 that a life insurance company is to pay a 
tax (in addition to its “life insurance tax’’) at the equivalent of ordi- 
nary corporate rates on an amount equal to 3% percent of the unearned 
premiums and unpaid losses on cancelable health and accident insur- 
ance. (These are the ordinary reserve items arising from this type of 
insurance.) In the case of a stock company writing accident and health 
insurance primarily, the Federal income tax is based upon total income 
including the net underwriting income as well as the investment income 
on reserves and surplus. In the case of a mutual company writing 
primarily accident and health insurance, the company is required to 
pay the larger of two alternative taxes. One is a tax on its net invest- 
ment income computed at ordinary rates; the other is 1 percent of its 
gross income, defined as gross investment income plus premiums less 
dividends to policyholders. 

A stock life insurance company writing accident and health imsur- 
ance business is taxable with respect to that business much like a 
mutual casualty insurance company. One difference is that a specific 





! Hearings before the Senate Finance Committee (67th Cong., 1st sess.) on H. R. 8245 (1921), p. 85. 
? Spectator Insurance Yearbook, Casualty and Surety Volume, cited in Statistical Abstract of the United 
States, 1953, p, 469. 
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rate of 3% percent is applied to its accident and health reserves instead 
of the actual rate of earnings of the company as would be done in 
the case of a mutual casualty company. At the present time the life 
insurance industry average rate of return on total assets is slightly 
over 3% percent although there are considerable differences between 
companies. Some companies with favorable investment experience 
show earnings over 4 percent. A second difference in the tax treat- 
ment between these two types of companies is that a stock life insur- 
ance company selling accident and health insurance does not have to 
include in its accident and health reserves a pro rata portion of surplus. 
An ordinary mutual casualty company would pay tax at the full 52 
percent rate not only on the investment income with respect to the 
unearned premiums and unpaid loss reserves but also on the invest- 
ment income on its surplus funds. Finally, a third difference is that a 
stock life insurance company writing accident and health insurance 
has an advantage compared to the mutual casualty company in not 
having to pay the alternative 1 percent gross receipts tax when that is 
higher. At the present time, however, most of the mutual casualty 
companies pay the tax based on investment income rather than the 
1 percent alternative. 

A stock life insurance company writing accident and health business 
is taxed quite differently than a stock casualty company in that (1) 
it excludes from its taxable income with respect to such business the 
net underwriting income (or loss), (2) it pays a tax at 6% percent 
instead of 52 percent of the investment income earned on surplus 
funds, and (3) if its actual rate of investment income is more than 
3% percent of the reserves it pays a tax of 6% percent instead of 52 
percent on this excess. 

It has been argued that if mutual life insurance companies were to 
pay tax with respect to accident and health business on the same basis 
as mutual casualty companies they would encounter difficulties in 
separating their net investment income from the two lines of business. 
However, it is pointed out that life insurance companies now report 
separately their net investment income attributable to this business. 
This is provided for in the annual statement made to the State insur- 
ance commissioners (p. 5, line 4). The allocation is made on the basis 
of the reserve funds allocable to each type of business with a permis- 
sive adjustment for allocating the income from policy loans to the 
business on which they arose. This means that the earnings on sur- 
plus funds are allocated to various lines of business in proportion to 
reserves. It might be argued that while this allocation is satisfactory 
for general regulatory purposes, it is not satisfactory for tax purposes, 
and that a larger surplus ratio is, in fact, held for one type of business 
than another. 

Taxing stock life surance companies on the same basis as stock 
casualty insurance companies requires the same type of allocation of 
investment income and also the determination of net gain from 
operations attributable to accident and health business. The latter 
is also provided for in the annual statement. Here also it might be 
argued that the allocation of joint expenses would have to be done 
more carefully for tax purposes than for regulatory purposes. 

In 1942 the Treasury Department proposed that free investment 
income be the tax base for the life-insurance portion of a company’s 
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business, but that the income from accident and health business be 
taxes as if it were that of a casualty company.® 

If the accident and health business of a life insurance company 
were taxed as if it were carried on by a casualty company, it still might 
be desirable to tax noncancellable accident and health business as life- 
insurance business as under present law. The necessary information 
to remove this business from the aggregate accident and health 
business is contained in the annual statement (pp. 11 and 40). 


B. INDIVIDUAL ANNUITY BUSINESS 


It has been proposed that income of life insurance companies 
arising from individual annuity business should be tax-free because 
earnings on these reserves are ultimately taxable to the annuitant. 
It should be understood, however, that the area of double taxation is 
limited. An insurance company doing annuity business has reserves 
which require interest additions of, say, 2% percent. This interest is 
taxable to individuals as the reserves are paid out. In effect, this 
interest has not been, and is not under present law, taxed to the 
insurance companies.* 

Under the free investment income approach (or under the gross 
investment income approach) the problem is, therefore, that both the 
company and the annuitant are taxable on the interest earned in excess 
of the amount added to reserves, to the extent that the excess is 
distributed to the policyholder.’ Under that approach, while there is 
no double taxation on that portion of the free investment income rela- 
tive to annuities which is not distributed, if any, it is argued that there 
may be taxation of what is not really income if the free investment 
income is offset by mortality losses arising because the annuitants 
live longer than was originally contemplated. However, such a 
difficulty is, it is pointed out, inherent in a plan which does not take 
into account either underwriting losses or underwriting gains. 

Under any total income approach which provides for the deduction 
of all policy dividends there would be no double taxation, because both 
the additions to annuity reserves and dividends paid annuitants would 
be deductible, the dividends being deductible at the same time as they 
were taxable to the recipients. Under that plan there would be no 
taxation of free investment income offset by mortality losses, since such 
losses would be deductible. 

The above remarks apply in substance to the part of life-insurance 
business dealing with supplementary contracts not involving life con- 
tingencies (fixed installment payment of life and endowment proceeds), 
except that the interest may or may not be taxable to the recipient 
depending on several circumstances. There would be no underwriting 
gains or losses on this business. 

With respect to some portion of annuity business there is an element 
of double taxation where free investment income is paid out in policy 

3’ Revenue Revision of 1942, hearings before the Committee on Ways and Means, U. 8. House of Repre- 
sentatives, p. 86 

4 Under the various Secretary’s ratios earnings and obligations with respect to annuity reserves were 
lumped with those of life reserves to find the average deduction for the industry. Currently the the industry 
pays tax of 644 percent on earnings on annuity reserves, which is the equivalent of a tax at 52 percent on one- 
eighth of that income, based on the 1950 Secretary’s ratio. Since the precise ratio between required and 
earned interest is less now than in 1950, it appears that the industry, in effect, gets a deduction for at least 
the interest added to reserves. 


5 Operating results by lines of business from the largest 150 cemmpapion are published in the Spectator Life 
Insurance Reports. The results of 1952 operation showed that in the case of ordinary life business 64 percent 


of the gain from operation (before dividends to policyholders) was paid out as policy dividends. In the case 
of annuity business only 20 percent of this gain was paid in policy dividends. 
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dividends. In this case it is argued, however, that the present law 
tax of 6% percent on interest earned on annuity reserves approxi- 
mately offsets the tax advantages to the individual from postpone- 
ment of tax on this interest. It is pointed out that in the typical 
case of a deferred annuity the purchaser makes payments to the 
company toward an annuity that will begin in the future, say at age 
65. Until the individual is 65 interest will be earned largely tax-free 
on his payments and this tax saving on the interest will serve to 
increase the reserves and earn more interest. Moreover, tax does not 
begin to be paid until the annuitant exceeds 65, when effective rates 
usually are lower.® 


C. GROUP ANNUITY BUSINESS 


1. Insured and trusteed plans 


If the foregoing proposal were to be accepted, namely, to impose no 
tax on insurance companies with respect to individual annuities, then 
it would follow that there should be no tax on the companies with 
respect to group annuity business. It has been suggested that it 
would be proper to exempt the group annuity business, because of 
competition with pension trusts, whether or not the income attribut- 
able to the individual annuities discussed above is taxed. It is argued 
that the life-insurance industry is put at a competitive disadvantage 
in the employee pension plan business because interest earnings on 
group annuity reserves are taxed in the hands of the insurance com- 


® To analyze this argument that deferment is important it is useful to examine various cases. Assume 
that an annuity contract is taken out at age 36, requiring 20 annual premiums, to become payable at age 
56 when the life expectancy, male, is about 20 years. The actuar‘al calculations are simple in this case since 
on the average each premium is returned with interest 20 years later. To support this calculation it is 
assumed that, in case of death before the annuity starts, the payments plus accumulated interest less 
handling costs are refunded. Assume further that the interest earned on reserves is 3.2 percent and aH of 
it is returned to the policyholder. The results of this investment are shown in the table below under three 
different tax arrangements. Column (1) assumes that the interest earned is taxed at 20 percent each year 
as earned but no other tax is due after the 20 years. Column (2) assumes that the company pays a tax of 
644 percent on its interest income and the annuitant pays taxon his gain. This is presentlaw. Column (3) 
assumes that the company pays no tax on the interest but the annuitant pays tax on receipt. In all 3 cases 
the tax on the annuitant is computed in 2 ways: First, on the assumption that his tax rates are unchanged 
after retirement, and second, on the assumption that the tax rates after retirement equal one-half of the pre- 
retirement tax rate. 
Grouth of investment in an annuity under alternative tax assumptions 








Interest No tax 


| Present-law 





| taxed at tax on | on annuity 
individual | jncnrance | business of 
rate as companies { insurance 
| earned Pe I r companies 
(1) (2) (3) 
ciphelintiahlatndtedetiniditipegh Bikeb il pene i 
TE SESTES RLISL EAU S TOMER CSR WETS SRE SL OE EE Sree $10. 00 $10. 00 $10. 00 
2. Size of annuity payment -_-----_--- 16. 07 17. 38 18. 02 
3. Taz om receipt at rate'of 30 percent... ........ 2.5. --|sé...--- 2-22 + 1. 48 1. 60 
4. Annuity payment after tax_.._._._- ; 16. 07 | 15. 90 16. 42 
Se | Nl ll el II a Sel i een ate lag mS . 80 
6. Payment after half rate tax after retirement. ......... | 16. 56 | 16. 64 17. 22 





It is reasonable to expect that tax rates on an individual would be lower after retirement. There is typi- 
cally less other income, a double personal exemption, and also a special credit against retirement income. 
On the other hand, the deferral period in the example may be longer than average. Many annuities are sold 
for alump sum to begin payment immediately. These are not the most common since the 1954 Life Insur- 
ance Fact Book (p. 36) indicates that there is more income payable annually on annuity policies which have 
not yet started payment than under policies which are now being paid, and the latter categories include some 
that were originally deferred. 

Since these two circumstances tend to offset each other, it is suggested that a fair comparison lies between 
the results shown in lines 4 and 6 of the table. These results tend to show that the present tax on life insur- 
ance companies approximately offsets the various tax advantages to the individual] and leaves him nearly 
where he would have been if he saved in some other fashion, In both cases it is pointed out that the absence 
of any tax on the insurance company would yield an appreciable tax advantage to the individual. 
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panies while interest earned by qualified pension trusts is completely 
exempt from tax. 

The question has been raised, however, as to whether it is proper 
to exempt stock insurance companies from all tax on their group 
annuity business in view of the fact that such a company writes group 
annuity business with the ultimate objective of making profit for the 
stockholders. A similar question is raised with a mutual company to 
the extent, if any, that it retains some of the gains on such business to 
finance expansion. It is reported that on 1952 business on group 
annuities the gain from operations before dividends to policyholders 
of the 150 largest companies was $66 million, of which $18 million was 
paid in policy refunds. This gain from operations is after Federal 
taxes of approximately $12 million attributable to the investment 
income of $175 million on this business.’ 


2. Growth of insured plans 


The statistical record suggests that trusts have replaced insured 
pension plans in some areas but this has not destroyed the growth 
of the insured plans. The number of insured pension plans has in- 
creased from 11,250 in 1950 to 15,730 in 1953. The number of 
persons covered has increased in the same period from about 3 million 
to about 4 million. The reserves on such business have increased in 
the same period from $5.4 billion to $8.6 billion.® 

Despite this overall growth an increasing number of plans recently 
introduced have been of the so-called pattern type, which generally 
means a plan involving more or less fixed benefits without regard to 
the rate of compensation of the employee. About 72 percent of these 
plans are set up on a trusteed basis. In the matter of conventional 
pas the 1953 edition of A Study of Industrial Retirement Plans 

y the Bankers Trust Co. of New York, covering plans established 
between 1950 and 1952, indicates that 51 percent were handled exclu- 
sively through a pension trust compared to 46 percent in their 1948 
to 1950 study, while the plans on an exclusive group annuity contract 
basis declined from 33 percent to 26 percent. Of more interest is 
the nature of changes in plans in the period 1950 to 1952. The 
Bankers Trust Co. reports: 

Of the plans amended in the 1950-52 period, the method of funding was changed 
or modified in 34 plans. In 20 of these plans, the change was from one of the 
insured methods to the pension trust method. In six plans, the change was from 


an unfunded plan to a pension trust plan. In three plans, the change was from an 
insured or partially insured plan to a combination pension trust and insured plan." 


8. Differences between insured and trusteed funding 


It is pointed out that the impact of the present life-insurance tax 
on net interest earnings of the company with respect to its reserve 
and surplus held for the insured is such as to reduce net interest earn- 


ings before tax of, say, 3.2 percent to a level of 3.0 percent. Ata rate 
of 3.2 percent $10 invested for 20 years would be worth $18.74. At 
3 percent it would be worth $18.02. In addition, it is pointed out 
that the States impose taxes on annuity premiums. A 1%-percent 
tax on insurance premiums would decrease the value of the $10 pay- 
ment after 20 years to $17.75. 


7 sen Life Insurance Reports, 1953, pp. 304A-317A, 

§ 1954 Life Insurance Fact Book, pp. 31, 32. 

“ee . Industrial Retirement Plans, 1953, Bankers Trust Co., New York, p. 19. 
” Dp. . 
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Other differences between insured and trusteed plans partially or 
wholly outside the field of taxation also are pointed out. Small 
trusteed plans, of the fixed pension type, involve considerable risk 
of mortality losses since there is not sufficient opportunity for the 
law of averages to work. The small employer can avoid such risk 
by establishing an insured plan. Also, the handling costs would be 
relatively larger for a small trusteed plan. 

A trusteed plan, if it is large enough to provide averaging of risks, 
has certain important nontax advantages: (1) It may make invest- 
ments offering a better return (and greater risk) than insurance com- 
pany investments; (2) from the standpoint of the employer it is an 
important advantage that the trust assets may be invested in the 
employer’s business, either through stocks or secured notes. 


4. Alternatives 


This report is immediately concerned only with the taxation of life 
insurance companies. However, possible actions in the noninsurance 
field that may have a |earing on this problem are discussed below. 

One possibility would be to impose a tax on noninsured plans cor- 
responding to the insurance-company tax, for example, a tax of 6% 
percent of net investment income. A difficulty raised in imposing 
such a tax on employee trusts is that it would require recalculation 
of the amounts necessary to provide employee benefits where they are 
determined by contract. The employer would have set up such a 
plan on the assumption that certain contributions on his part would 
be adequate to meet the pension that he agreed to pay. Imposing 
a tax corresponding to the insurance-company tax would require that 
he increase his contributions. The same thing might happen if the 
rate of interest declined. It is argued by some, however, that since 
Congress permitted employers to set up pension plans based on calcu- 
lations of tax-free interest it should not subsequently make a portion 
of the interest taxable. 

Congress has given some consideration to the question of what are 
proper investments of employer trusts. To the extent that such 
trusts were limited to investments more closely approximating the 
type permitted life insurance companies, one advantage of the em- 
ployer trusts would be eliminated. 


D. TERM-INSURANCE BUSINESS 


In the ordinary types of term life insurance there is only a small sav- 
ings element and thus very little net investment income. As a result 
of this small savings element the question is raised as to whether under 
any type of investment income approach it is possible for term insur- 
ance to bear its fair share of the tax burden imposed on life insur- 
ance. It is pointed out, for example, that due primarily to this 
feature one company writing large amounts of credit imsurance 
(term) paid Federal income taxes in 1953 amounting to only 0.06 
percent of its net premiums, while another company, writing very 
little term insurance, paid a Federal income tax equal to 3.93 percent 
of its premiums. Making the comparison in another way, the 
company with larger amount of term insurance paid a tax of approxi- 
mately 1 percent of its net gain from operations while the other 
company writing a little term insurance paid a Federal tax of approxi- 
mately 14 percent of its net gain from operations. 
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It is argued that since companies with a large amount of term 
insurance may earn substantial amounts of underwriting income 
from such insurance, the stockholders (or the company as differentiated 
from individual policyholders in the case of a mutual company) may 
derive considerable income from this source. It has been suggested, 
therefore, that if investment income is the primary tax base, a supple- 
mentary tax of some sort on income from term insurance should be 
imposed, at least on stock companies. It is also argued that to the 
extent that mutual companies retain underwriting Income on term 
business, their competitive advantage from untaxed income also 
requires a supplementary tax. 

tt has been pointed out, however, that there are important problems 
in respect of any such supplementary tax. One is the difficulty of 
definition. There are many varieties of term insurance involving 
small or large resemblance to ordinary whole life insurance, and 
involving small or relatively substantial reserves. Which, and to 
what degree, should be the subject of a special tax? To segregate 
the underwriting income relating to term insurance, it has been sug- 
gested, would involve great accounting difficulties. If it were segre- 
gated, to impose a tax at the usual corporation rates on that income 
without also taxing the underwriting income with respect to other 
types of insurance would, it is contended, create new disproportions 
between companies. To devise a tax not based on income from term 
insurance, such as a tax at a low rate on term-insurance premiums, 
which would be realistic and which would in fact equalize tax burdens 
would, it is contended, also be difficult. 


E. DEFINITION OF A LIFE INSURANCE COMPANY 


If differential tax treatment is given to stock life insurance com- 
panies, compared to other corporations, the definition of a life 
insurance company must carry considerable weight. It has been 
contended that there are abuses under present law where companies 
which are only partially, or not fundamentally, life insurance com- 
panies are taxed as if they were life insurance companies. One type 
of abuse pointed out is that in which a life insurance company has 
assets greatly in excess of what would be needed to meet its insurance 
obligations, thus being in part a true life insurance company and in 
part an investment company. The other abuse pointed out results 
from the situation where the life insurance company is owned by one 
or more noninsurance companies and writes insurance related to the 
business of the owners. These are explored below. 


1. The investment company problem 


It is pointed out that the stockholders, individual or corporate, of a 
life insurance company can, by paying in as surplus or by retaining 
earnings, accumulate in that company invested assets which are far 
greater than would be needed to meet the life insurance obligations 
under any likely contingency. To the extent that the holdings of a 
life insurance company consist of these extra assets, the company 
serves its owners as an ordinary investment company with investment 
income taxed at 6% percent instead of the regular 52 percent. It is 
oes out that if the number of stockholders were sufficiently 
imited such a company would be, in effect, with respect to the nonlife 
insurance income a personal holding company. It would not be 
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subject to the personal holding company surtaxes, however, because 
a life surance company is specifically excluded from the personal 
holding company classification under section 542 (c) of the Internal 
Revenue Code of 1954. 

In some of these cases it is not certain that the company would 
meet the definitional requirements of a life insurance company. 
Under present law (sec. 801) an insurance company is treated as a 
life insurance company if over 50 percent of its total insurance 
reserves are reserves on life insurance, annuities, or noncancelable 
accident and health insurance. These companies would meet the 
test if they were “insurance”? companies. ‘There is no definition of 
an insurance company in the law but this is dealth with under regula- 
tions (regulation 39.3797—7). In connection with stock companies 
the regulation indicates that while the fact of subjection to State 
insurance laws is to be considered, the character of the business done 
in the taxable year is controlling." The only illustration in the 
regulations implies that if two-thirds of the income arises from non- 
insurance sources, the company would not be deemed an insurance 
company. However, it is not clear whether a large amount of invest- 
ment income apparently not needed for the insurance operations would 
be deemed income from noninsurance sources. 

The tax at 6% percent instead of 52 percent on what appears to be 
essentially investment company income is possible, of course, only 
because under present law the tax is on the ‘‘gross” amount (invest- 
ment income after the deduction only of investment expenses) without 
reference to the actual life-insurance needs of individual companies. 
The same difficulty would occur if each company’s deduction for 
policy obligations were on the industry-ratio basis, as under the 1942 
and the 1949-50 plans. This problem would disappear under the 
free investment income lip proach if either the company-by-company 
or the average-rate method of determining the deduction for policy 
obligations were used, since the deduction then would be a percentage 
of the reserves, not a percentage of the net investment income. This 
problem also would disappear under the total income approach. 

One suggestion to deal with this problem is to limit the amount of 
income to be treated as life-insurance income. If taxable income 
were to be free investment income, computed as in 1949-50 (by de- 
ducting from the net investment income of each company a percent- 
age of that income in accordance with an industrywide ratio) the 
deduction could be limited to, say, twice the amount obtained by apply- 
ing the company’s actual reserve rates to its own reserves. Thus the 
investment income not so needed would be taxed at full rates. If the 
present tax (at 6% percent on gross investment income) were to be 
continued this result could be achieved by requiring the company to 
pay the higher of a tax at 6% percent on its investment income, or at 
the rate of 52 percent on so much of its investment income as is in 
excess of twice the amount obtained by applying the company’s actual 
reserve rates to its own reserves."'* This device is somewhat analogous 
to the present relief provision for companies with low-investment 


1! Since the purpose of the State laws is to bring all insurance business under insurance regulation, these 
laws tend to take a broad interpretation of what constitutes an insurance company. The Federal tax laws, 
however, serve a different purpose. Here the intent is to classify companies in accordance with their 
predominant activities. 

lia The same result could be achieved without the use of alternative taxes by applying the 644-percent rate 
toa ao amount of income, say, 16 sevenths of the reserve interest requirements, and a 52-percent 
rate to the excess. 





TAXATION OF LIFE INSURANCE COMPANIES 45 


income relative to reserves,” except that this deals with the opposite 
extreme. 

To illustrate this approach, one company reported in Best’s Life 
Insurance Reports, 1954, had interest earnings of 10 times its required 
additions to reserves. Under the present stopgap tax it, in effect, 
received a deduction for 87% percent of its investment income. The 

roposal with the 200-percent limitation given as an example would 
imit the company’s deduction to 20 percent of its investment income. 

It has been contended that such adjustments would give adequate 
recognition to that portion of a company’s investment income which is 
necessary for its life insurance business. This is supported by the 
data given below, which were taken from Best’s Life Insurance Re- 
ports, 1954, and cover 20 of the 21 largest stock life insurance 


companies.” 


Number of 
Ratio of interest earned to interest required on reserves: companies 
Below 110 percent 
110 percent to 119 percent 
120 percent to 129 percent 
130 percent to 139 percent 
140 percent to 149 percent 
150 percent to 159 percent 


It is contended from these data that the figure of 200 percent would 
not be likely to apply to a regular life insurance company. However, 
it is pointed out that there could be a problem for a new company 
which starts with a contributed capital and surplus which will neces- 
sarily, at the beginning, be large relative to reserves. 

The essence of the above proposal was to tax at regular rates some 
portion of the investment income. Another approach would be to 
restrict the definition of a life insurance company so as to deny any 
life-insurance treatment to a company which has an excessive amount 
of investment income. One test, proposed informally by the industry, 
would be to deprive the company of the life-insurance treatment if 
investment income exceeded one half of the premium income. Nor- 
mally, premium income is much larger than investment income. 
The spread for the same 20 companies used in the previous table is 


shown below. 
Number of 
Ratio of premiums to investment income: companies 
2 to 3.9 to l 


6 to 7.9 to 1 
8 to 9.9 to 1 
10 to 14.9 to 1 
Over 15 to 1 


The lowest ratio was 2.3 to 1. In constructing these ratios, receipts 
on supplementary contracts were not added to premium income and 
capital gains were not added to investment income. By way of con- 
trast this test would not affect the company mentioned earlier which 
had investment income 10 times its interest requirements because it 
had a ratio of premiums to investment income of 2.3 to 1. 

12 Described more fully in sec. E of pt. IIL, 
13 One of the 21 largest companies showed a ratio of 238 percent but this company had a very large portion 


of accident and health business. These reserves have no required interest and so the figure is distorted. 
Interest on these reserves is taxed substantially in full without a deduction for required interest. 
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Presumably, use of the premium investment income approach would 
require additional analysis with regard to details. It is argued that 
the amount spent on reinsurance should be subtracted from premiums 
since to this extent the company does not do an insurance business. 
Questions also arise as to whether capital gains should be included 
in the test. It is pointed out that capital gains are not regarded as 
income on the insurance company side of the critical ratio but they 
are income to an investment company. 

It is argued that the ratio of premiums to investment income is 
more subject to manipulation than the ratio of earned interest to 
required interest. An investment company could give itself a good 
premium to investment income ratio by selling some term insurance 
(involving small reserves). 

2. The problem of a subsidiary company 

The problem of the subsidiary insurance company arises because ~ 
under present law the underwriting income of a stock life insurance 
company is not taxed. It would persist under any of the approaches 
to taxation of life insurance companies which do not tax underwriting 
income. A credit company will illustrate the problem. Death of the 
borrower is one of the risks that the company faces; and it could be 
covered by taking out term insurance on the borrower’s life for the 
amount payable to the lender. If this insurance is placed with a 
subsidiary of the lender it is pointed out that it would prove advan- 
tageous taxwise for the taxable credit company to pay excessively 
large net premiums, which would not be taxed to the insurance 
subsidiary. 

A solution to this problem under the investment income approach 
which has been informally proposed by the industry would be to allow 
the Commissioner, in abuse situations, to require that some portion of 
the earnings of the subsidiary be reported as earnings of the parent. 
The delegation of authority to the Commissioner is similar to that 
under section 269 (sec. 129 in the 1939 code) where the Commissioner 
can deny certain deductions, etc., connected with business acquisitions 
made to avoid tax; and it is also similar to his authority under section 
482 (sec. 45 in the 1939 code) where the Commissioner can reallocate 
income, deductions, etc., between taxpayers controlled by the same 
interests where that is necessary to prevent tax evasion and fairly 
to reflect income. It has been suggested that this could be done at 
the present time by regulation under those sections. 

It is pointed out that the difficulty is that the prescription of some 
sort of standards is necessary. It is suggested that one test would be 
the fact of a premium charge higher than the going rate for the type 
of insurance purchased. 


F. THE DETERMINATION OF NET INVESTMENT INCOME OF A 
LIFE INSURANCE COMPANY 


1. Other investment income 


Under any approach using investment income as the tax base for a 
life insurance company, questions have been raised as to the present 
definition of investment income. Presently, life insurance companies 
are taxed on ‘‘interest, dividends, and rents.” It is pointed out that 
these are not the only types of investment income. 
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(a) Royalty income.—Many persons, for example, instead of in- 
vesting in bonds or stocks acquire and hold interests in oil or other 
minerals from which they derive income in the form of royalties. Life 
insurance companies can, and in certain instances do, derive income 
from such sources. It is argued that royalty income is derived from 
the same source (the utilization of reserve and surplus funds) and may 
be used for the same purposes (meeting policy obligations) as interest, 
dividends, and rents, and should therefore be included in taxable in- 
come if the intention is to tax investment income. Not to do so, it is 
contended, involves tax inequalities between companies which do, and 
those which do not, receive part of their investment income as 
royalties. 

Under present law, while rents are included in gross income, deduc- 
tions are allowed for taxes, expenses, and depreciation with respect to 
rented properties, so that the tax is imposed on net rental income. It 
is pointed out that if royalties were to be included in gross income it 
would be appropriate to allow the deduction of any expenses, and, 
particularly, depletion, with respect to the royalties. 

(6) Income from operation of business acquired by foreclosure —A 
life insurance company making mortgage loans may, in some cases, 
be forced to foreclose, making itself the owner of an operating business. 
The company would try to liquidate such an investment, but depend- 
ing on market conditions may retain the business more or less tempo- 
rarily. It is argued that the income from such a business should be 
taxed as investment income, since it takes the place of the interest 
income which would have been received from the mortgage. And, 
it is contended, just as taxes and expenses related to rental property 
are deductible whether or not they exceed the rent received, so the 
operating expenses of such a business should be deductible whether 
or not they exceed the income. 

(c) Clarification of existing law—It has been held by the Internal 
Revenue Service that the word ‘‘rent’’ in the present law includes 
royalties. This position was not upheld in one district court. This 
decision is currently on appeal. The Internal Revenue Service has 
also contended that the income from the operation of a business 
taken over as the result of a foreclosure should also be viewed as 
taxable investment income. It has also been held by the courts that 
the operating expenses of such a business in excess of the income are 
not deductible.” In view of this litigation, it has been suggested 
that the present statutory language should be clarified either to 
include specifically these other types of investment income or specifi- 
cally to exclude them. 


2. Capital gains and losses ‘a 


The definition of gross income of a life insurance company in present 

_ law (sec. 803 (a) (2)), by omission, excludes capital gains and losses. 
In defense of this it has been argued that capital gains mean something 
different in the case of a life insurance company than they do in the 
case of an ordinary taxpayer. It is pointed out that the investments 
of life insurance companies are primarily in high-grade, almost riskless 
securities. In these cases changes in prices depend primarily upon 
the rate of interest, a falling interest rate causing a rise in price of the 





14 Great National Life Insurance Co. v. Comm., U. 8. District Court, Northern District of Texas, Doe. 
No, 5211, Oct. 30, 1953. 
18 Manufacturers Life Insurance Co., 43 B. T. A. 867. 
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security and vice versa. It is argued, therefore, that capital gains 
arise for an insurance company at a time when interest rates are falling 
and the gain is more a sign of trouble for the company than a source 
of benefit. Similarly, it is held that a capital loss, associated with a 
rise in interest rates, is really a sign of advantage to the company 
rather than difficulty. It is also argued in defense of the present law 
treatment of capital gains and losses of life insurance companies that 
the companies have less need for selling assets than the ordinary 
investor, their obligations being predominantly long term, and also 
that over a period of time gains and losses on such high-grade securities 
are apt to offset each other. 

It is argued against the omission of capital gains from the tax base of 
life insurance companies that certain types of securities, even of a high- 
grade character, can be found which have systematic tendencies to 
produce capital gains or losses which are not offset by other factors. 
In the area of common stock and real-estate investment, which life 
insurance companies undertake to a relatively small extent, it is 
pointed out that there is a long-run excess of gains over losses not 
offset by interest rate changes. In the case of high-grade securities 
there could be losses on defaults which would not be offset in the long 
run by corresponding gains on such securities. 

Under the total income approach some argue that capital gains and 
losses should be included in the ordinary income accounts of a life 
insurance company if there is a loss carryback provision. In recent 
years the most serious losses of life insurance companies were in con- 
nection with defaults on high-grade securities in the early 1930's. 
The logic of the long loss carryback proposal would suggest that prior 
tax payments should be available to offset losses of this type as well 
as underwriting losses. It might be proper with this approach to 
report both capital gains as ordinary income and capital losses as 
ordinary losses. It is suggested, however, that since banks are per- 
mitted to take ordinary loss deductions for their capital losses and 
report their capital gains at the capital-gains tax rate this same 
treatment should be applied to life insurance companies under a total 
income,approach, 

Under either an investment income approach or a total income 
approach the treatment of the mandatory security valuation reserve 
would have to be examined in the light of the treatment adopted for 
capital gains and losses. This reserve is a surplus reserve required 
under State laws to cover potential capital losses, but additions to it 
are not deductible under present law. Companies are required to 
build up their security valuation reserve gradually out of their regular 
income. A large portion of capital gains must be added to this reserve 
and capital losses are charged against it. 

It has been argued that certain accounting problems would be 
raised by including capital gains and losses in the income accounts 
since State regulations generally require life insurance companies to 
a gains and losses on an aa basis based on changing market 
values. 





PART VI. THREE PLANS SUBMITTED BY INSURANCE COM- 
PANY REPRESENTATIVES IN 1954 


A. PLAN PRESENTED IN JULY 1954 BY THE LIFE INSURANCE ASSOCIATIONS 


In the summer of 1954 representatives of the joint tax committee 
of the American Life Convention, the Life Insurance Association of 
America, and the Life Insurers Conference presented a new approach 
to the taxation of life insurance companies. Their plan provides 
that the ordinary corporation tax rates (presently 30 percent on 
$25,000 and 52 percent on the balance) should be applied to the largest 
of taxable incomes computed in 3 ways: 

(1) Taxable income would be measured by taking 25 percent of 
dividends to policyholders after excluding dividends on group life 
insurance, group annuities, and other-than-life business, adding to that 
amount 3% percent of the mean of reserves for other-than-life business, 
and making a proportionate deduction on account of exempt interest 
and the dividends received credit. 

(2) Taxable income would be measured by the dividends (other 
than stock dividends) paid to stockholders, with a proportionate 
reduction on account of exempt interest and the dividends received 
credit (that percentage of the total exempt interest and dividends re- 
ceived credit which is equivalent to the ratio of investment income on 
capital and surplus to total investment income). 

(3) Taxable income would be measured by determining net invest- 
ment income (gross income less investment expenses) and excluding 
such part as is allocable to annuities, interest settlement options, 
pension trusts, dividend deposits, coupon accumulations, premium 
deposit of funds, and other-than-life business. Taxable income would 
be computed by taking 15 percent of this adjusted net investment 
income, making a proportionate deduction for exempt interest and 
the dividends received credit, and adding 3% percent of the mean 
of reserves for other-than-life business. Reductions, as under the 
1951 plan, would be made in the case of companies whose net invest- 
-ment incomes were less than 105 percent of their policy needs deter- 
mined by applying their own interest rates to their own reserves. 

The plan provides for a reduction of the tax so computed in the 
case of asmall company. If the tax so computed is less than $100,000 
the actual tax would be that portion of the tax so computed as that 
tax is to $100,000. A computed tax of $60,000 would thus be reduced 
to an actual tax of 60 percent of $60,000 or $36,000; and a computed 
tax of $30,000 would become an actual tax of $9,000.' 

Formulas (1) and (2) for computing taxable income are an applica- 
tion of the distributed income concept discussed in part IV-D. The 
basic amount under (1) was made 25 percent of dividends to policy- 
holders because statistical analysis showed that for all saints com- 


1 Representatives of the associations said a 50-percent minimum would be acceptable. In that case the 
actual tax in the second example would be $15,000 instead of $9,000. 
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panies 25 percent of policy dividends constituted a distribution of 
investment income. (For individual companies, it is understood that 
the percentage varied from 12 to 33 percent.) 

Formula (3) is, conceptually, similar to the 1951 plan, but there are 
two important differences. First, under the 1951 plan taxable income 
is, in effect, one-eighth of all the net investment income, seven-eighths 
being excluded; under this plan 100 percent, not 87% percent, of the 
investment income related to contracts which involve taxable income 
to the policyholder, immediately or ultimately, is excluded. This 
exclusion of income related to certain contracts is connected with the 
matter of annuity reserves discussed in sections (B) and (C) of part 
V. Second, the 1951 plan is the equivalent of a tax at the usual 
corporation rates on 12% percent of the net investment income, 87% 
percent being deducted as reflecting amounts needed for the reserves, 
etc.; under this plan 85 percent of the includible net investment 
income is deemed needed for policy obligations. This 15 percent 
might be viewed as a reasonable average over time; for 1953 the 
‘‘Secretary’s ratio’? would have been 81.67 percent, but for 1951 it 
would have been about 87% percent, and for 1949 it was 93.55 percent. 

In the case of stock companies having a substantial number of 
participating policies the income under formulas (1) and (2) would 
not be combined to determine the tax base, although dividends paid 
to such policyholders are usually similar to those paid by mutual 
companies and would presumably include substantial amounts of 
distributed investment income. 


B. PLAN PRESENTED BY THE ACACIA MUTUAL LIFE INSURANCE CO. 


The Acacia Mutual Life Insurance Co., which has made a series of 
studies of the problem of the proper taxation of life insurance com- 
panies, has concluded that “probably one of the principal reasons for 
the difficulties the Congress has had in developing satisfactory tax 
legislation for life insurance companies has been the use of the same 
tax base for both mutual and stock life insurance companies.”’ This 
company maintains that ‘‘there are such fundamental differences be- 
tween stock and mutual companies that it would be sound and proper 
to employ different bases for taxing the two types of companies, using 
the free investment income as the tax base for the mutual life insurance 
companies and the total net income as the tax base for the stock life 
insurance companies.” ? 3 

This company has consistently contended that free investment in- 
come should in all cases be determined by requiring each company to 
deduct from net investment income the aggregate of amounts deter- 
mined by applying to the mean of each class of reserves the interest 
rate actually used by the company in computing those reserves.* 

Although contending that the company-by-company approach is the 
only correct method, this company has also suggested a compromise 
plan * which is, in effect, a combination of the industry-ratio plan and 
the company-by-company plan. Under this plan the Secretary of the 
Treasury would determine the ratio of amounts needed by all com- 





2 Taxation of Life Insurance Companies, hearings before the Committee on Finance, U. S. Senate, on 


H. J. Res. 371, March 1950, p. 79. 
3 Taxation of Life Insurance Companies, hearings before the Committee on Finance, U. S. Senate, on 
H. J. Res. 371, March 1950, p. 76. Revenue Act of 1951, hearings before the U. 8. Senate, 1951, pp. 1114, 1115. 
4 Revenue Act of 1951, hearings before Committee on Finance, p. 1123. 
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panies to meet their policy obligations to the net investment income 
of all companies. Each company would compute a deduction by ap- 
plying this percentage to its net investment income. It would also 
compute a deduction by applying its actual interest rate on each 
class of reserves to the mean of those reserves. The actual deduction 
would be 50 percent of the first amount and 50 percent of the second 
amount. 


C. PLAN SUBMITTED BY THE MUTUAL LIFE INSURANCE CO. OF NEW YORK 


The Mutual Life Insurance Co. of New York urged a new principle 
for the taxation of life insurance companies; namely, a tax to be paid 
by the companies but which should be regarded as an approximation 
of the tax that would be paid by the individual policyholders if the 
investment income earned by the company were credited to policy- 
holders in the manner of savings bank interest. 

This company argues that the only proper taxable income is the in- 
vestment income earned for the benefit of policyholders. In principle 
the mutual companies could be taxed on excessive surplus accumula- 
tions in the manner of mutual savings banks, but for the most part 
State law limits mutual companies to a smaller surplus accumulation 
than the Federal income-tax law allows to mutual savings banks. A 
tax equivalent to the aggregate tax which would be due from the 
policyholders might be imposed, then, on the investment income of the 
companies. It is urged that the part of investment income attribut- 
able to assets held for such things as annuities, settlement funds left 
on deposit, etc., should not be included in the tax base since such 
interest is now taxable to the individuals when received. No distinc- 
tion should be drawn, under this view, between reserve interest and 
free interest. 

To determine the appropriate tax rate under this principle it is 
necessary to determine the amount of net investment income which 
is earned by the policyholders as a group. This company argues as a 
matter of principle that all the expenses of a life insurance company, 
underwriting as well as investment expenses, should be regarded as 
deductions in computing the net investment income. (The deduc- 
tions allowed against gross investment income under present law are 
limited so as to include ouly the expenses of handling the investments 
and direct investment expenses, such as taxes on rental property.) 
The analogy is again drawn to a savings bank, where the costs of 
services rendered to depositors are deductions to the bank and not 
taxable to the depositors. Two modifications are suggested to the 
general principle. First, both investment income and expenses 
would be excluded on those types of business, such as industrial 
insurance and group term insurance, where expenses exceed invest- 
ment income. Second, an adjustment would be made for the extra 
expenses connected with the growth of business. ‘To the investment 
income so calculated would be applied an average individual rate, 
suggested to be 16 percent. 

A remaining feature of the principle is the treatment of State 
premium taxes. This company argues that State taxes on insurance 


§ This is considered necessary because expenses are greatest for a policy in the first year. To permit the 
deduction of all such expenses in the case of a growing company would overstate the expenses attributable 
to the old policyholders. 
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premiums constitute a burden to life insurance as a form of saving 
which is not applied to other forms of saving. It is held that to 
restore competitive equality between various forms of saving it would 
be appropriate to treat the State premium taxes as a credit against 
any Federal tax due on the investment income rather than as a 
deduction in arriving at the income. 

The specific calculations tentatively submitted suggest that a credit 
for State premium taxes would offset any Federal tax which would 
otherwise be due on this investment income, and they believe that 
under any appropriate adjustments to their calculations the resulting 
tax would, at most, not be greater than that under the present formula. 
They argue that a tax of the present type is not an unreasonable rough 
application of their principle, since it uses a base of gross investment 
income without any concept of free investment income. 

The plan is developed in terms of mutual companies. The com- 
pany considers it reasonable to apply the resulting tax to stock 
companies in the interests of preserving competitive relationships. 





PART VII. SUMMARY OF METHODS OF TAXING 
LIFE INSURANCE COMPANIES 


The following discussion states the ways in which the various con- 
cepts dealt with in parts IV and V have been, or might be, applied in 
actual tax programs. In each case the application of the concept is 
briefly stated and reference is made to plans proposed or previously 
used which touch on the problem. Any specific plan or proposal may 
be mentioned under several headings if it touches two or more issues. 


A. FREE INVESTMENT INCOME APPROACH 


Several variations in the basic approach that would consider the 
only taxable income of a life insurance company its free investment 
income have been embodied in concrete plans. 

1. The company-by-company basis 

This method would tax each life insurance company on the basis of 
its net investment income less the amount needed to meet its policy 
obligations, the requirements on its reserves being determined with 
reference to its own reserve interest rates. This plan has been pro- 
posed by the Acacia Mutual Life Insurance Co, 


2. Average-rate basis 


Another application of the free investment income approach would 
require each company to deduct from its own net investment income 
an allowance for reserve interest computed by applying to its own 
reserves a rate which is applicable to the whole industry. 

This approach was used in the taxation of life insurance companies 
from 1921 to 1942. The rate applied to reserves was a uniform 4 per- 
cent until 1932 and (generally) 3% percent from 1932 to 1942. Under 
the plan adopted in 1932, however, there was an element of the 
company-by-company ‘approach since if an interest rate used by a 
company was 4 percent or more, it could deduct 4 percent of those 
reserves rather than the 3% percent. 

Under another application of this approach a uniform rate could be 
selected each year by taking the average industry rate for the prior 
year. 


3. The industry-ratio basis 


Under this variation of the free investment income tax each com- 
pany would determine its free investment income by deducting from 
its net investment income a portion of that income which corresponds 
to a portion deemed to apply to the industry as a whole. 

The plan adopted by the Congress in 1942 required the Secretary of 
the Treasury to determine this industrywide ratio each year from the 
aggregate data (for the previous year) from all companies. This ratio 
represented roughly the reserve interest requirements of the industry 
as a whole divided by the aggregate net investment income of the 
industry. The reserve interest requirements were determined partly 
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on the basis of the actual average rate of interest on reserves for all 
companies in the preceding year (weighted 35 percent) and a specific 
reserve interest requirement calculated on the basis of a statutory 
rate of 3% percent (weighted 65 percent). 

The stopgap plan adopted for 1949 and 1950 used the industry-ratio 
basis, but the ratio was determined with respect to the industry’s 
experience (for the previous year) alone without reference to the fixed 
rate of 3% percent of reserves. 

One alternative tax in the plan presented by the life insurance 
associations in 1954 is a free investment income tax applied on an 
industry-ratio basis. It was proposed that the ordinary corporate 
rates be applied to 15 percent of net investment income. "This implies 
a deduction of 85 percent for policy obligations, which, although 
not the current industrywide average, is held to be an average ratio of 
required interest to earned interest which would prevail over a long 
period of time. 


4. Combination plans 


In 1942 the Treasury Department suggested a free investment 
income plan which determined the deduction 65 percent on an aver- 
age-rate basis and 35 percent on a company-by-company basis. The 
Acacia Mutual Life Insurance Co. proposed in 1950 a free investment 
income plan which determined the deduction 50 percent on a company- 
by-company basis and 50 percent on the industry-ratio basis. 


B. GROSS INVESTMENT INCOME APPROACH 


This approach to the taxation of life insurance companies would 
apply a rate less than the full corporate rate to the investment income 
less investment expenses without allowing any specific deduction for 
reserve and other policy interest requirements. 

The stopgap plan, which has been applied since 1951, used this 
approach. A tax was imposed at the rate of 3% percent of the first 
$200,000 of net investment income and a rate of 6% percent was 
applied to the balance. A modification provided may be viewed as 
a limited application of the company-by-company free investment 
income concept. This provided some tax relief for those companies 
which show little or no free investment income on the basis of their 
own interest rates applied to their own reserves. 

As it applied to 1951 (but not subsequent years) this basic plan was 
equivalent to a tax at ordinary corporate rates on free investment 
income, assuming the deduction for each company were determined 
on the industry-ratio basis. 


C, TOTAL INCOME APPROACH 


Another basic approach to the taxation of life insurance companies 
is that of taxing them upon their total income from all sources in the 
same manner as other corporations. Taxable income, in general, 
would consist of premiums and investment income less (1) expenses 
and other deductions as provided in the Internal Revenue Code for 
corporations generally; (2) total amounts paid to policyholders by 
reason of death, maturity, or otherwise, including policy dividends; 
and (3) net increases in policy reserves excluding increases in con- 
tingent surplus reserves. 








eat 


certain adjustments). 
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An approach similar in principle governed the taxation of life 
insurance companies through 1913 to 1920. The major difference in 
concept is that under the 1913 approach only dividends used to reduce 
current premiums were considered as a return of the purchase price 
and all others were regarded as a distribution of investment income, 
properly taxable to the company despite its mutual character. 

Possible refinements to the total income approach include a long 
loss carryback, variations in the amount of policyholder dividends 
deductible, and variations in treatment of the amounts used to 
strengthen reserves. 

A combination plan advanced by the Acacia Mutual Life Insurance 
Co. would tax stock life insurance companies on the basis of total 
net income and would tax mutual companies on the basis of free 
investment income. 


D. DISTRIBUTED INCOME AS THE TAX BASE 


The use of distributed income has been proposed not as the only 
basis but as an alternative basis for the taxation of life insurance 
companies along with some other formula that would insure a mini- 
mum tax. 

The plan presented by the life insurance associations in 1954 uses 
the distributed income concept in this manner. The first alternative 
tax base would be 25 percent of dividends to policyholders (with 

Phe second alternative tax base would be the 
aggregate dividends (other than stock dividends) paid to stockholders, 
with certain adjustments. The third alternative tax base, described 
above, would be free investment income determined on the industry- 
ratio basis. 


E. THE POLICYHOLDER AS A BASIS FOR TAXING MUTUAL LIFE INSURANCE 
COMPANIES 


The Mutual Life Insurance Co. of New York submitted a detailed 
analysis of the concept of collecting tax from a life insurance company 
solely as a means of taxing the net investment income as though it had 
been earned by the policyholders. It indicated that the concept 
could not be carried to its logical extreme but concluded that (1) a tax 
on the gross income of a life insurance company is a reasonable ap- 
prominnaian of the ideal result, and (2) the present revenue collected 

rom life insurance companies is not less than, and is probably more 
than, the amount that would be collected by a theoretically correct 
tax. 


F. ACCIDENT AND HEALTH BUSINESS OF A LIFE INSURANCE COMPANY 


The taxation of life insurance companies in a manner different from 
the taxation of casualty insurance companies raises a question about 
the taxation of the portion of the income of a life insurance company 
which is attributable to accident and health business. 

Under the free investment income approach determined on the 
average-rate basis, as applied from 1921 to 1942, all of the investment 
income attributable to accident and health business was treated as 
taxable income. Under the 1942 plan, which allowed as a deduction 
a ratio of investment income, a special problem was presented by 
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accident and health reserves, since investment income arose from this 
business, but no interest is required to be added to the reserves. Con- 
sequently, the 1942 plan added to the investment income on life 
insurance business 3% percent of the accident and health reserves, 
which was assumed to be the current rate of earnings on those reserves. 

The stopgap plan adopted in 1951, and presently in effect, reaches 
the same result but instead of taxing 3% percent of the accident and 
health reserves at 52 percent, it multiplies 3% percent of the accident 
and health reserves by 8 and applies the rate of 6% percent (one-eighth 
of 52 percent), or 3% percent in the case of income under $200,000. 

The plan submitted by the life insurance associations in 1954 would 
continue this level of tax on accident and health business. 

Various possible methods of equalizing the taxation of the income 
from the accident and health business of life insurance companies 
and casualty insurance companies are discussed in part V—A. 


G. INDIVIDUAL ANNUITY BUSINESS 


Attention has been called to the possibility of double taxation if 
life insurance companies are taxed on free investment income attribut- 


able to annuities, since ultimately this income may be taxable to the 


annuitant. 
The plan proposed by the life insurance associations in 1954 would 


deal with this problem in 2 of the 3 alternative tax bases. In the. 


case of the tax based on dividends to policyholders, dividends arising 
on annuities would be excluded. In the alternative tax base of free 
investment income determined on an industry-ratio basis 100 percent 
of investment income allocable to annuities, interest settlement 
options, dividend deposits, and the like, instead of 85 percent, would 
be excluded. 

The Mutual Life Insurance Co. of New York has suggested that the 
principle of determining the tax on life insurance companies with 
reference to the theoretical liability of the policyholders implies that 
interest earned by the companies on annuity funds should be excluded 
from the tax base completely. 


H. GROUP ANNUITY BUSINESS 


Even if the individual annuity business is not exempt from tax, it 
has been argued that it would be appropriate to do so at least on the 
group annuity business since these policies must be sold to employers 
who have the alternative of utilizing a tax-free pension trust. 

Under the plan submitted by the life insurance associations in 1954 
and under the plan suggested in the analysis submitted by the Mutual 
Life Insurance Co. of New York, group annuity business would be 
treated in the manner described above for individual annuity business. 


I. TERM-INSURANCE BUSINESS 


It has been pointed out that the concept of taxing life insurance 
companies only on investment income implies that they incur little 
tax with respect to term-insurance business. 

No specific proposals have been made to deal with this matter. In 
theory, the plan submitted by the life insurance associations in 1954 
would deal with the problem in part where a company dealt primarily 
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in term insurance. In this case it would have a low investment in- 
come, but it might be subject to the alternative tax on stockholder 
dividends. 

The problem is eliminated under a total income approach. Simi- 
larly, fe definition of term insurance could be found, the problem 
could be eliminated by applying the total income approach to term 
business only. 


J. DEFINITION OF A LIFE INSURANCE COMPANY 


One problem raised has been the possibility of using a life insurance 
company as an investment company in order to obtain a lower tax. 
It is noted that this problem disappears under many of the basic 
approaches to taxing life-insurance companies, but it does not disappear 
under the gross investment income tax or the free investment income 
tax computed on the industry-ratio basis. 

A proposal to meet this problem offered by the life insurance associa- 
tions would exclude from the definition of life insurance companies 
any company that did not have premium receipts equal to two times 
its net investment income. Another suggestion to meet this invest- 
ment company problem would limit the deduction for reserve interest 
to two times the reserve interest requirements determined under the 
company’s Own assumptions and its own reserves. 

Another problem in this area is the problem of a subsidiary insurance 
company which might be used to divert profits from the parent com- 
panies. It has been proposed by the life insurance associations that 
this problem might be dealt with under regulations requiring an 
allocation of expenses between companies with a common ownership 
that would fairly reflect income. 
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